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PREFACE 


This book is intended to describe and analyze the Canadian federal income tax treatment of 
corporate reorganizations, including transfers of property to a corporation, reorganizations 
into corporate form, reorganizations of the capital of a corporation, the merger or demerger 
of corporations, transfers of property out of a corporation, the termination of the existence 
of a corporation, and migrations of corporations into and out of Canada. 


This book reflects our individual and collective experience at Davies Ward Phillips & 
Vineberg LLP, which has exposed us to a wide range of theoretical and practical challenges 
that hopefully are reflected in our analysis. We are grateful to our colleagues at Davies for 
their comments and insight and for maintaining a consistently rigorous and stimulating 
intellectual environment. In particular, we are grateful for the contribution of our former 
colleague, K.A. Siobhan Monaghan, whose appointment to the Tax Court of Canada is botha 
loss to the tax bar and a gain for the Court. We also acknowledge our debt to our mentors, 
David W. Smith Q.C., and the late David A. Ward for their example of rigorous and disciplined 
writing and our thanks to Eytan Dishy and Linda Walls. Having said this, it is both 
conventional and appropriate to acknowledge that any shortcomings in this book are ours 
alone. 


The law is stated at January 1, 2018. 


2019 Thomson Reuters Canada Limited 
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10:3:7 
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9.3.3; 1322 


Bid, Gone lsgheeds, o-07 Leo 
Bee 

3.3.5 

Bees 


3.1, 3.6.3, 3.9, 3.10.1, 4.1, 4.1.1, 4.1.10, 
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1.1 General 


The provisions of the Income Tax Act (Canada)+ dealing with corporate reorganizations are, 
along with the rules dealing with the computation of income, the most important provisions 
in the Act for those practising in, or affected by, the taxation of corporations and their 
shareholders. Corporate reorganizations discussed in this book include transfers of property 
to a corporation; transfers of property or portions of a business out of a corporation; the 
reorganization or transformation of other business enterprise forms, such as partnerships, 
into corporate form; reorganizations of the capital of a corporation; the combination of 
corporations through an amalgamation or merger; the demerger or division of corporations; 
the termination of the existence of a corporation through winding-up and dissolution; spin- 
offs of property by certain foreign corporations; the migration of corporations into and out of 
Canada; the treatment of stock options on a reorganization and the treatment of the LRIP 
and GRIP accounts. There is also discussion of related concepts such as arm's length, 
related, or affiliated status and acquisition of control. 


This book addresses these issues with respect to corporations resident, or becoming 
resident, in Canada. It does not deal with the reorganization of foreign affiliates, which is a 
distinct and complex subject of its own, nor does it deal with the taxation of corporate 
distributions except as is necessary in connection with the reorganization provisions. 


The Act takes the corporation as it finds it constituted and governed by the relevant general 
law, in this case, the corporate statutes of Canada and of the provinces and territories. In 
this book, the relevant provisions of the corporate law are most commonly discussed with 
reference to the Canada Business Corporations Act, but the analysis is generally applicable 
to the provincial and territorial corporate statutes. Fortuitously, in most relevant respects, 
these corporate statutes are substantially identical in their intent and effect (and, in many 
cases, in their wording). Because the Act assumes the general corporate law and, in effect, 
builds on it, it is essential for the practitioner to understand the relevant corporate law 
provisions—in particular, those dealing with the issuance or redemption of shares, the 
determination of stated capital, corporate distributions, the existence of separate classes of 
shares and related provisions. 


This book deals only with the application of the income tax to corporate reorganizations. The 
federal capital tax on large corporations (Part I.3) was eliminated with respect to any 
taxation year beginning after 2005 and the federal capital tax on financial institutions (Part 
VI) applies, for taxation years ending after June 2006, only to financial institutions with 
taxable capital in excess of $1 billion. Provincial capital taxes have similarly been 
eliminated. Where a corporate reorganization involves a transfer of real property or tangible 
personal property, provincial transfer taxes, including land transfer tax and retail sales tax, 


must be considered. The GST/HST must be considered in the case of any transfers of assets, 
tangible or intangible. Needless to say, where transfers of property or businesses are 
involved, non-tax considerations, including licensing and other regulatory requirements, 
pension liabilities, loan agreements, franchise agreements, and the like must also be 
considered. 


The income tax consequences of the various types of reorganization discussed in this book 
are, of course, determined by the relevant statutory provisions (including, where applicable, 
the Regulations) as judicially interpreted and applied. In this, as in other areas, the Canada 
Revenue Agency ("CRA") has also set out its view on the interpretation of certain of these 
provisions and its administrative and assessing policies with respect to these provisions. 
These policies are set out formally in Income Tax Folios, Interpretation Bulletins and 
Information Circulars as well as in private advance income tax rulings and interpretations 


and internal CRA documents.2 Some of the more complex reorganization provisions, 
including the cost step-up or "bump" available in certain cases on a winding-up or 
amalgamation and divisive reorganizations under section 55, have little relevant 
jurisprudence and practitioners necessarily rely on published CRA policy. This reliance is 
reinforced by the fact that corporate reorganizations typically involve assets of significant 
value and correspondingly significant potential income tax liabilities. Taxpayers are 
therefore reluctant to enter into some types of corporate reorganization without the 
reassurance either in the form of a favourable advance income tax ruling (or, possibly, 
technical interpretation) specific to the transaction or the availability of favourable and 
settled CRA policy in the form of previously-published rulings or interpretations. 


FOOTNOTES 


1 R.S.C. 1985, c.1 (Sth Supplement), as amended, referred to hereinafter as the "Act," and the 
regulations thereunder (the "Regulations"). 


2 Which are generally available in "severed" or anonymous form. 
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1.2 Arrangements 


One provision in the general corporation law which is particularly relevant to corporate 
reorganizations deserves mention. While the various corporation statutes provide for 
particular types of corporate reorganizations, including amalgamations and liquidations or 
windings-up, they also provide for a more comprehensive method of corporate 
reorganization, the "arrangement." These provisions allow a corporation to propose an 
"arrangement" of the corporation or its business which might include one or more of: 


* an amendment to its articles; 
* an amalgamation with another corporation; 
* a division of the corporation's business; 


¢ the transfer of all or substantially all of the property of the corporation to another 
corporation; 


* an exchange of securities of a corporation for property or other securities of 
another corporation; 


* a going-private or "squeeze-out" transaction; 
¢ a liquidation and dissolution of a corporation; or 
* any combination of the above. 


The corporation seeking the arrangement applies to the relevant court for an interim order 
placing the proposed arrangement before a meeting of the shareholders of the corporation 
and making provisions in connection with the meeting, including notice requirements and 
shareholder dissent rights. When the arrangement has been approved by the shareholders 
in accordance with the interim order of the court, the court will make a final order approving 
the arrangement, upon which the arrangement will take effect. In this manner, a complex 
reorganization involving a number of steps can be subject to a single approval process by the 
relevant corporation or corporations and their shareholders and can be effected through a 
single series of pre-approved transactions, in the order and manner specified in the 
arrangement. In addition to simplifying the approval and implementation of complex 
transactions, an arrangement also allows greater certainty as to the ordering and timing of 
the transactions constituting the arrangement, which can be important in determining the 
tax consequences. 


The arrangement itself is not a type of transaction specifically contemplated or considered in 


the Act and each of the transactions which, taken together, constitute the arrangement must 
be analyzed separately in accordance with the provisions of the Act. 
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1.3 Draft Legislation 


The Department of Finance frequently releases proposed amendments to the Act in draft 
form prior to their introduction in Parliament, to allow interested parties to comment (and 
seek modification) prior to enactment. Such draft legislation will frequently become 
effective on enactment retroactively, on the date of its original release. In other cases it will 


only become effective on Royal assent or proclamation.2 Proposed legislation designed to 
foreclose existing tax planning strategies or otherwise affect transactions will typically have 
retroactive effect, to prevent taxpayers from avoiding the effect of the amendment by acting 
before it becomes effective. The final form of such draft legislation is never, however, certain 
until it is enacted which creates a dilemma both for taxpayers and their advisors. In some 
cases, comfort may be obtained from the Department of Finance, in the form of assurance 
that actions taken in reliance on draft legislation will be "grandfathered" if the draft 
legislation is altered subsequent to its initial release. 


In prior editions of this book, we have noted proposed draft legislation where it would have a 
material effect on taxpayers and where enactment seemed likely. In the spring of 2018, we 
are in the happy position of having less such proposed legislation to address. Where we do 
refer to draft legislation, however, readers should bear in mind that such provisions, while 
proposed to have retroactive effect, are in draft form subject to public consultation and 
comment and may not be enacted in the form proposed, or at all. 


FOOTNOTES 


3 Subsection 5(2) of the Interpretation Act provides that the effective date of legislation is the 
date of Royal assent, in the absence of specific coming to force language in the statute. The 
Supreme Court has held that statutes are not to be applied retrospectively unless that is 
expressly provided or required by necessary implication: Gustavson Drilling (1964) Ltd. v. 
Minister of National Revenue, 1975 CarswellNat 330, 1975 CarswellNat 376, [1976] C.T.C. 1, 75 
D.T.C. 5451 (S.C.C.). Amendments to the Act are normally free of doubt in that regard but the 
lapse of time between the initial announcement (whether by press release or in the budget 
speech) and final enactment may create difficulties was filing or statute-barring deadlines 
approach. 
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2.1 The Non-Arm's Length Concept 
The Carter Commission! commented on the purpose of the non-arm's length concept as 
follows: 


It is an underlying assumption of income tax law that profits or gains made by a taxpayer can be 
measured in money terms and that such measurement is a proper basis for taxation because such profits 
or gains are achieved through the interplay of market forces which are independent of the taxpayer's 
control. In most cases this assumption is valid but it breaks down in circumstances where a taxpayer, 
either by himself or in collusion with others, is able to manipulate or control the forces which determine 
his profits or gains and thereby bring about a reduction in his income below what it would otherwise have 
been. Tax avoidance of this nature is an ever-present problem and inevitably leads to a system of 
statutory and administrative rules designed to counteract such avoidance. 


An important facet of the tax avoidance problem, which is particularly relevant in the field of business 
income, arises where the parties to a transaction do not have the customary opposing economic interests 
but may have, by virtue of the particular relationship between them, a common economic interest which 
enables them to arrange the terms of the transaction to produce the least amount of tax. Persons in such 
circumstances are said not to deal with each other "at arm's length" and transactions between them are 
referred to as transactions "not at arm's length." 


The Act does not provide an all-inclusive definition of the circumstances under which 
persons will be considered to deal not at arm's length. Section 251(1)(a) states that related 
persons are deemed not to deal with each other at arm's length and section 251(1)(b) states 
that, except in limited circumstances, a personal trust and a beneficiary of that trust do not 
deal at arm's length. The effect of these deeming provisions is to create an irrebuttable 
presumption that, except as otherwise provided in the Act, the parties do not deal with each 
other at arm's length for purposes of the Act even if the facts in the particular circumstances 
indicate that there has been no collusion between the parties. 


Where the parties to a transaction do not come within the deeming rules in section 251(1)(a) 
or (b), there are no general presumptions established by the Act as to whether or not the 


parties are dealing at arm's length.2 In these circumstances, section 251(1)(c) states that it 
is a question of fact whether persons deal at arm's length with each other at any given time. 


FOOTNOTES 


i Report of the Royal Commission on Taxation, Vol. 3 (1966), at 560 to 561. 


2 The Act does contain deeming rules in respect of certain specific circumstances. See, for 


example, s. 84.1(2)(b), regarding a non-arm's length transfer of shares by an individual to a 
corporation, and s. 55(5)(e), regarding divisive reorganizations. 
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2.1.1 Related Persons 


Section 251(2)(a) provides that natural persons will be related where they are connected by 
blood relationship, marriage or common-law partnership or adoption. Blood relationship is 
defined in section 251(6)(a) as the relationship between parent and child, or other 
descendant, or between brother and sister. An individual is connected by marriage (or 
common-law marriage) to another person, pursuant to sections 251(6)(b) and (b.1), if they 
are married to (or in a common-law partnership with) the other person? or the other person 
is connected by blood relationship to a person to whom they are married (or with whom they 
are in a common-law partnership). Section 251(6)(c) provides that persons are connected by 
adoption if one has been adopted by the other or by a person connected to the other by blood 
relationship, other than a brother or sister. These rules are supplemented by the definitions 


of child, parent, brother and sister in sections 252(1) and (2).4 


Section 251(2)(b) sets out those circumstances where a corporation and a person, including 
another corporation, will be considered to be related. A corporation will be related to the 
following persons: 


(i) a person who controls the corporation, if it is controlled by one person; 
(ii) a person who is a member of a related group that controls the corporation; or 
(iii) any person related to a person described in (i) or (ii), above. 


Generally, all corporations in a corporate group will be related to all other corporations in 
that group. By virtue of sections 251(2)(b)(i) and (iii), a corporation will be related to its 
parent and any other "sister" corporations controlled by that corporation.2 Section 251(3) 
provides, moreover, that where two corporations are related to the same corporation, they 
are considered to be related to each other for purposes of section 251(2) and the 
determination of arm's length in section 251(1).© Section 251(5)(c) provides that where a 
person owns shares in two or more corporations, that person, as shareholder of one of the 
corporations, is deemed to be related to himself, herself or itself as shareholder of each of 
the other corporations for purposes of section 251(2). 


A "related group" is defined in section 251(4) as a group of persons each of whom is related 
to every other member of the group. Where a related group is in a position to control a 
corporation, it is deemed by section 251(5)(a) to control the corporation notwithstanding 
that it may be part of a larger group by which the corporation is actually controlled. 


However, CRA has indicated that, based on the decision in Southside Car Market Ltd. v. R.,2 


a group (related or otherwise) cannot be considered to control a corporation where control 
is held by a single person. 


Thus, for example, if A and B are related and each owns 1/3 of the voting shares of X Ltd., X 
Ltd. is considered to be controlled by a related group made up of A and B. If, instead, A and B 
are related but A owns 2/3 and B owns 1/3 of the voting shares, X Ltd. will be controlled by A 
and will not be considered to be controlled by A and B. In the first example, X Ltd. would be 
related to both A and B by virtue of section 251(2)(b)(ii); in the second example X Ltd. would 
be related to A by virtue of section 251(2)(b)(i), and related to B by virtue of section 251(2) 
(b) (iii). 


Two corporations will be related if each is controlled by a separate related group and the 
members of the two related groups are themselves related by virtue of sections 251(2)(b)(ii) 
and (iii). If, for example, W, X, Y and Z are all related persons, a corporation, A, that is 
controlled by the group W and X will be related to a corporation, B, that is controlled by Y 
and Z by virtue of the fact that each corporation is related to its controlling group (section 
251(2)(b)(ii)), corporation A will be related to Y and Z (section 251(2)(b)(iii)) and, since 
corporation B will be related to each person related to Y or Z (again, section 251(2)(b)(iii)), 
corporation B will be related to corporation A. 


Finally, by virtue of section 251(2)(c), two corporations are related if: 
(i) both corporations are controlled by the same person or group of persons; 


(ii) each of the corporations is controlled by one person and those persons are 
related; 


(iii) one of the corporations is controlled by one person and that person is related to 
any member of a related group that controls the other corporation; 


(iv) one of the corporations is controlled by one person and that person is related to 
each member of an unrelated group? that controls the other corporation; 


(v) any member of a related group that controls one of the corporations is related to 
each member of an unrelated group that controls the other corporation; or 


(vi) each member of an unrelated group that controls one of the corporations is 
related to at least one member of an unrelated group that controls the other 


corporation.12 


FOOTNOTES 


3 Married persons who are separated do not cease to be connected by marriage for purposes of s. 


251(2)(a), and so are deemed to deal not at arm's length. Mathieu _c. R., 2014 TCC 207, 2014 
CarswellNat 2945, 2014 CarswellNat 5768, (sub nom. Mathieu v. R.) 2015 D.T.C. 1073 (Eng.), 


1 


Jon 


D> 


IN 


lee) 


\<e) 


2014 D.T.C. 1165 (Fr.) (I-C.C. [General Procedure]). 


The rules concerning related individuals are discussed in Folio S1-F5-C1, paragraphs 1.1-1.16, 
dated November 26, 2015. 


The same, of course, holds true for individuals. If a corporation is controlled by an individual, 
the corporation is related to all those individuals who are related to the controlling individual by 
blood, marriage or adoption, even though those individuals themselves hold no shares in the 
corporation. Similarly, if an individual controls two corporations, those corporations would be 
related to each other since each would be related to the controlling individual. 


Corporations that are deemed to be related by virtue of s. 251(3) are also considered to be 
members of a "related group" within the meaning of that definition in s. 251(4). See CRA 
Roundtable, 2014 APFF Conference, Q. 17, CRA document 2014-0538071C6, dated October 10, 
2014. 


Southside Car Market Ltd. v. R., 1982 CarswellNat 185, 1982 CarswellNat 417, [1982] C.T.C. 
214, 82 D.T.C. 6179 (Fed. T.D.). 


See Interpretation Bulletin IT-302R3, paragraph 3, dated February 28, 1994 and Technical 
Interpretation, CRA Document 2010-0363341E5, dated October 26, 2010. 


Defined in s. 251(4) as a group of persons that is not a related group. 


10se¢ Folio S1-F5-C1, supra note 4, paragraph 1.20, for some examples of the application of s. 


251(2)(c). 
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(a) De Jure Control of a Corporation 


Section 251(2) refers to de jure control of a corporation. The starting point for determining 
control for these purposes is to be found in Buckerfield's Ltd. v. Minister of National 
Revenue," which defines de jure control as "the right of control that rests in ownership of 
such a number of shares as carries with it the right to a majority of the votes in the election 


of the Board of Directors."!2 This principle has remained the touchstone for corporate 
control in Canada, though it has been developed and expanded by the courts over time. 


In Vineland Quarries & Crushed Stone Ltd. v. Minister of National Revenue,!2 the Court held 
that where a shareholder of a corporation is itself a corporation, it is appropriate to look 
through the shareholder corporation to determine control. Section 256(6.1) provides for 
simultaneous control in such situations. Thus, if a parent corporation would control a 
subsidiary, and the parent is in turn controlled by a person or group, section 256(6.1)(a) 
provides that the subsidiary is considered to be controlled both by the parent and the 
controlling person or group. Section 256(6.1)(b) similarly provides that where the subsidiary 
would be controlled by a group of persons (the "first-tier group"), the subsidiary will be 
considered to be controlled by the first-tier group and by any person or group comprised, in 
respect of each member of the first-tier group, of either that member or a person or group by 


whom the member is controlled.14 


Donald Applicators Ltd. v. Minister of National Revenue is often cited for the principle that 
the share rights of a corporation must be assessed "in the long run" in order to determine de 
jure control. In that case, the corporations in question had two classes of shares. The Class A 
shares, of which two were outstanding, entitled the holders to vote on any matter including 
the election of directors. The Class B shares, of which 19,800 were outstanding, all held by a 
single person, entitled the holder to vote on all matters except the election of directors. The 
Court held that, notwithstanding the ability of the Class A shareholders to elect the 
directors, the Class B shareholder controlled the corporation: 


A shareholder who, though lacking immediate voting power to elect directors, has sufficient voting power 
to pass any ordinary resolution that may come before a meeting of shareholders and to pass as well a 
special resolution through which he can take away the powers of the directors and reserve decisions to 
his class of shareholders, dismiss directors from office and ultimately even secure the right to elect the 
directors is a person of whom I do not think it can correctly be said that he has not in the long run the 
control of the company. Such a person in my view has the kind of de jure control contemplated by section 
39 of the Act.1& 


Perhaps the most radical expansion of the Buckerfield's principle is to be found in Oakfield 


Developments (Toronto) Ltd. v. Minister of National Revenue.+< In that case, the Supreme 
Court considered a circumstance where a group of shareholders held all of the common 
shares of a corporation, entitling the group to 50% of the votes to elect the board of 
directors, and another group held all of the preferred shares of the corporation, entitling 
that group to 50% of the votes. Under the constating documents of the corporation, shares 
holding 50% of the votes could cause the wind-up of the company, at which time the holders 
of the common shares would be entitled to receive all of the surplus of the company after the 
return of capital and the payment of the premium on the preferred shares. On the basis of 
this entitlement, the Court held that the common shareholders controlled the company: 


The inside group controlled 50 per cent of the voting power through their ownership of the common 
shares. They were entitled to all the surplus profits on a distribution by way of dividend after the payment 
of the fixed cumulative dividend to the preferred shareholders. On a winding up of Polestar, they were 
entitled to all of the surplus after return of capital and the payment of a 10 per cent premium to the 
preferred shareholders. Their voting power was sufficient to authorize the surrender of the company's 
letters patent. In my opinion, these circumstances are sufficient to vest control in the group when the 


owners of non-participating preferred shares hold the remaining 50 per cent of the voting power.12 


The Supreme Court came to the same conclusion on similar facts in R. v. Imperial General 


Properties Ltd.,12 albeit with a strong minority opinion that the decision of the majority 
constituted a blurring of the distinction between de jure and de facto control. 


Oakfield Developments and Imperial General Properties may be contrasted with 
circumstances where a 50% shareholder of a company holds a casting voting by virtue of 
being chairman of the board of directors, allowing the shareholder to break a deadlock of 


the board. In Dworkin Furs?2 the Supreme Court confirmed the decision of the Exchequer 


Court in Aaron's (Prince Albert) Ltd. v. Minister of National Revenue,2! in which the Court 


held that such a tie-breaker vote did not give the 50% shareholder control of the 
corporation, notwithstanding that the vote was provided for in the corporate articles.22 As 
the Court noted in Oakfield Developments, in distinguishing Dworkin Furs, while the voting 
was split in that case equally between two groups, there was only one class of shares, so that 
each group had the same de jure rights, and each shareholder was entitled to share rateably 
in the profits and assets of the company by dividends or on winding up. In addition, neither 
group could itself wind-up the company. 


In Duha Printers (Western) Ltd. v. R.,22 the Supreme Court reiterated that the determination 
of control requires more than a mere inquiry into the share register. Thus, while external 
agreements, which may be relevant to de facto control, are irrelevant to the determination 
of de jure control, it is necessary to read the share register in light of the relevant corporate 
legislation and the constating documents of the corporation, which includes a unanimous 
shareholders agreement, since it operates to restrict the powers of the directors. 


Where a person or partnership has de jure or de facto control of a corporation and the 
purpose of the control is to safeguard the person's rights in respect of any indebtedness 
owing to it or in respect of shares of the corporation owned by it, section 256(6) may apply to 
deem it not to control the corporation. Section 256(6) applies where: 


(1) a corporation would otherwise be controlled by a person or partnership (the 
"controller"); 


(2) by agreement, on the satisfaction of a condition that it is reasonable to expect 
will be satisfied, the corporation will cease to be controlled by the controller and will 
become controlled by a person or group dealing at arm's length with the controller; 
and 


(3) the purpose for the control of the corporation was the safeguarding of rights of 
the controller in respect of indebtedness owing to the controller or shares of the 
corporation owned by the controller that were, under the agreement, to be 
redeemed by the corporation or purchased by the person or group dealing at arm's 


length with the controller.24 


FOOTNOTES 


11 Buckertield 's Ltd. v. Minister of National Revenue, 1964 CarswellNat 351, [1964] C.T.C. 504, 64 
D.T.C. 5301 (Can. Ex. Ct.). The Buckerfield's test has been adopted by the Supreme Court on 
numerous occasions. See, for example, Alpine Drywall & Decorating Ltd. v. Minister of National 
Revenue, 1967 CarswellNat 264, [1967] C.T.C. 50, (sub nom. Minister of National Revenue v. 
Dworkin Furs (Pembroke) Ltd.) 67 D.T.C. 5035 (S.C.C.). 


12 Thid. at p. 5303. 


13 Vineland Quarries & Crushed Stone Ltd. v. Minister of National Revenue, 1966 CarswellNat 
258, [1966] C.T.C. 69, 66 D.T.C. 5092 (Can. Ex. Ct.), affirmed 1967 CarswellNat 418, [1967] 


CTC. 236, 67 D.T.C. 5283 ($.C.C.). 


14section 256(6.1) overrides Parthenon Investments Ltd. v. R., 1997 CarswellNat 817, 1997 
CarswellNat 3672, [1997] 3 C.T.C. 152, (sub nom. Parthenon Investments Ltd. v. Minister of 
National Revenue) 97 D.T.C. 5343 (Fed. C.A.), in which the Court held that an intermediate 
corporation in a corporate chain did not control the subsidiary. 


15 ponald Applicators Ltd. v. Minister of National Revenue, 1969 CarswellNat 272, [1969] C.T.C. 


98, 69 D.E.C. 5122 (Can. Ex. Ct.), affirmed 1971 CarswellNat 281, [1971] C.T.C. 402, 71 D.T.C. 
5202 (T.C.C.). 


16 id. at 5126. 


17 Oakfield Developments (Toronto) Ltd. v. Minister of National Revenue, 1971 CarswellNat 275, 
1971 CarswellNat 373, [1971] C.T.C. 283, 71 D.T.C. 5175 (S.C.C.). 


18 hid. at 5177-8. 


19R v. Imperial General Properties Ltd., 1985 CarswellNat 335, 1985 CarswellNat 667, [1985] 2 


C.T.C. 299, 85 D.T.C. 5500 (S.C.C.). 


20 supra note 11. 


21 Aaron's (Prince Albert) Ltd. v. Minister of National Revenue, 1966 CarswellNat 285, [1966] 
C.T.C. 330, 66 D.T.C. 5244 (Can. Ex. Ct.), affirmed Alpine Drywall & Decorating Ltd. v. Minister 
of National Revenue, 1967 CarswellNat 264, [1967] C.T.C. 50, (sub nom. Minister of National 
Revenue v. Dworkin Furs (Pembroke) Ltd.) 67 D.T.C. 5035 (S.C.C.). 


221 earlier cases, a casting vote had been found to be relevant. See, for example, Dealers 
Acceptance Corp. Ltd. v. Minister of National Revenue, 64 D.T.C. 771 (T.A.B.). 


23 Duha Printers (Western) Ltd. v. R., 1998 CarswellNat 750, 1998 CarswellNat 751, [1998] 3 
C.T.C. 303, 98 D.T.C. 6334 (S.C.C.). 


24 See CRA Roundtable, 2010 APFF Conference, question 5, CRA document 2010-0373161C6, 
dated October 8, 2010 for a discussion of s. 256(6). 
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(b) Control by an Unrelated Group 


Courts have held that where unrelated shareholders together hold sufficient shares to 
control a corporation, such shareholders will not be considered to constitute a group that 
controls that corporation unless they have a sufficient "common connection" or "community 
of interest and concern" to do so.22 This might include, in the opinion of the Federal Court of 
Appeal in Silicon Graphics Ltd. v. R.,2© "inter alia, a voting agreement, an agreement to act 
in concert, or business or family relationships."22 CRA generally accepts this position,22 
though it has indicated that: 


In the case of a closely-held corporation (i.e. where there are two or three unrelated shareholders, none 
of which individually controls the corporation) the CRA considers that there is a presumption that the 
shareholders of such a closely-held corporation will act together to control the corporation. In order to 
rebut this presumption, it would be necessary to show that no one is controlling the corporation and that 
the decision-making process in the corporation is effectively deadlocked.22 


This presumption does not appear to be supported by the jurisprudence. In Dworkin Furs,22 


for example, the Supreme Court made no inquiry into whether various closely-held 
corporations were "deadlocked" in determining that they were not controlled by their 
respective shareholders. 


Based on the decision in Southside Car24 CRA accepts that where a corporation is controlled 


by a single person, this precludes a group of persons from also controlling the corporation.22 


Nevertheless, the existence of one controlling group of a corporation does not preclude the 
existence of another controlling group for that corporation, nor does the existence of a 
controlling group preclude the existence of a larger controlling group that includes that 


smaller group.22 


FOOTNOTES 


25 Vina-Ru Canada) Ltd. v. Minister of National Revenue, 1966 CarswellNat 301, [1966] C.T.C. 
566, 66 D.T.C. 5373 (Can. Ex. Ct.), affirmed 1968 CarswellNat 252, [1968] C.T.C. 1, 68 D.T.C. 
5021 (S.C.C.) (though, unlike the Exchequer Court, the Supreme Court does not invoke the 


concept of common connection) and S. Madill Ltd. v. Minister_of National Revenue, 1972 
CarswellNat 96, 1972 CarswellNat 368, [1972] C.T.C. 47, 72 D.T.C. 6027 (Fed. T.D.). See also 
Regal Wholesale Ltd. v. R., 1976 CarswellNat 190, 1976 CarswellNat 396, [1976] C.T.C. 272, 76 
D.T.C. 6146 (Fed. T.D.), affirmed 1977 CarswellNat 231, [1977] C.T.C. 202, 77 D.T.C. 5152 (Fed. 
C.A.); Express Cable T.-V. Ltd. v. Minister of National Revenue, 1982 CarswellNat 294, [1982] 
C.T.C. 2447, 82 D.T.C. 1431 (T.R.B.) and Ferronnex Inc. v. Minister of National Revenue, 1990 
CarswellNat 567, [1991] 1 C.T.C. 2330, 91 D.T.C. 551, 91 D.T.C. 559 (T.C.C.). 


26 silicon Graphics Ltd. v. R., 2002 CarswellNat 1377, 2002 CarswellNat 2012, [2002] 3 C.T.C. 527, 
2002 D.T.C. 7112 (Fed. C.A.). 


27 Thid. at paragraph 36. 
2877-302R3, paragraphs 3-6, supra note 8. 


29 Folio S1-F5-C1, paragraph 1.20, supra note 4. This passage appeared initially in Income Tax 
Technical News No. 7, February 21, 1996, which adds the following: "In our view, this would be 
very unusual; however, an example might be where two shareholders cannot agree on how to 
run the corporation and have consequently applied to a court for an order authorizing the 
dissolution of the company." 


39 supra note 11. 
31 supra note 7. 
32 supra note 8. 


33 Vina-Rug (Canada) Ltd., supra note 21 and S. Madill Ltd., supra note 25. 
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(c) Rights in Respect of Shares 


Section 251(5)(b) deems certain rights (other than a right that is not exercisable at the time 
because it is contingent on the death, bankruptcy or permanent disability of an individual) 
under contract, in equity or otherwise, whether immediate or in the future and whether 
absolute or contingent, to be exercised in determining whether a corporation is controlled 
for purposes of the "related persons" definition in section 251 (2).34 

By virtue of section 251(5)(b)(i), if a person has such a right to, or to acquire, shares of a 
corporation, or to control the voting rights of such shares, the person is deemed to be in the 
same position in relation to the control of the corporation as if the person owned the shares. 
Section 251(5)(b)(ii) provides that if a person has such a right to cause a corporation to 
redeem, acquire or cancel its shares owned by other shareholders, the person is deemed to 
be in the same position in relation to the control of the corporation as if the shares were 
redeemed, acquired or cancelled. Section 251(5)(b)(iii) provides that if a person has such a 
right to, or to acquire or control, the voting rights in respect of shares of a corporation, the 
person is deemed to be in the same position in relation to the control of the corporation as if 
the person could exercise such rights. Finally, section 251(5)(b)(iv) provides that if a person 
has such a right to cause a reduction in the voting rights in respect of shares of a corporation 
owned by other shareholders, the person is deemed to be in the same position in relation to 
the control of the corporation as if the voting rights were so reduced. 


As a deeming provision, section 251(5)(b) creates a fiction that cannot be rebutted by 


evidence of contrary facts,2°2 though it remains necessary to take the constating documents 
of the corporation into account. Thus, if a person is deemed by section 251(5)(b) to be in the 
same position in relation to the control of a corporation as if the person owned a majority of 
the voting shares of a corporation, but under the constating documents of the corporation 
the person would not be able to elect a majority of the board, that person's "position in 
relation to the control of the company" remains unchanged. This was the case in Alteco Inc. 
v. R.,3& where a person held 51% of the shares of a corporation and had a right to acquire the 
other 49%, but by virtue of a unanimous shareholders agreement was entitled to appoint 
only two of the five directors of the corporation. The Court held that, while the person would 
be deemed by section 251(5)(b) to be in the same position in relation to the control of a 
corporation as if the person owned all of the shares, the unanimous shareholders agreement 
governing the control of the corporation remained determinative. 


In Lusita Holdings Ltd. v. R.,24 the Court held that the phrase "in equity or otherwise" in 
section 251(5)(b) relates back to a "right" and not to a "right under contract." Thus, the 


provision concerns all rights, whether under contract, in equity alone or arising otherwise 
than under contract or equity. On this basis, the Court held that section 251(5)(b) extends to 
the rights of a trustee to control the voting rights of shares held in trust. In that case, 
however, the trust indenture required two trustees and unanimous approval for all 
decisions, so that the trustee in question was not found to control the shares held in trust 
notwithstanding that he had the power to remove the other trustee.28 This case may be 
contrasted with Hudson's Investment Co. (London) Ltd. v. Minister of National Revenue,22 in 
which the voting rights attached to certain shares were held by a voting trustee who, in turn, 
was contractually bound to act upon the direction of a specific individual or his agent. The 
Tax Appeal Board held that this individual controlled the voting rights for purposes of the 
predecessor provision to section 251(5)(b). 


CRA has expressed its views on numerous rights in the context of section 251(5)(b). 
Generally, a right to acquire shares under a purchase agreement,42 a conversion right 
attached to debentures or non-voting shares,*! a subscription right*2 


exercisable at any time*= will be caught by section 251(5)(b). A call option falls within 
section 251(5)(b), but a put option on its own does not since it is not a right to acquire 


or a power of attorney 


shares.44 A unanimous shareholders agreement in which shareholders agree to the 
composition of the board of directors may render certain section 251(5)(b) irrelevant, but if 
a shareholder would be deemed under section 251(5)(b) to own 100% of the voting shares of 


the corporation such rights could, in CRA's view, render such agreement irrelevant.42 


Section 251(5)(b) would appear to be sufficiently broad to apply in circumstances where a 
person has a right to cause a corporation to redeem shares upon the occurrence of a 
specified event, but does not have control over the occurrence of that event. CRA generally 
will not apply section 251(5)(b), however, in circumstances where a corporation is required 
to redeem or repurchase shares held by a shareholder who has been found guilty of fraud in 


relation to the corporation.4® 


CRA takes the position that a beneficiary under a trust has a right described in section 
251(5)(b) in respect of any shares owned by the trust, though this position presumably does 
not extend to discretionary trusts where the trustees have not exercised their discretion in 


favour of the beneficiary.42 


Where a partner of a partnership is entitled to receive shares held by the partnership (as 
opposed to a general right to the assets of the partnership), CRA is of the view that section 


251(5)(b) could apply to the partner in respect of those shares.42 


CRA has indicated that it generally will not apply section 251(5)(b) to a right of first refusal 


or a shotgun arrangement contained in a shareholders agreement.“2 However, CRA has 
stated that it will not extend this administrative relief to other rights, including to a right of 
first refusal or shotgun arrangement that is not contained in a shareholders agreement22 or 
to an arrangement contained in a shareholders agreement that gives a non-defaulting 
shareholder the right to acquire shares of a shareholder who defaults in the performance of 


certain obligations.24 


Given the very broad wording of the provision, rights that are subject to remote or multiple 


contingencies may be caught by section 251(5)(b). In Toric Optical Ltd. v. Minister of 
National Revenue, for example, the Court held that a right to acquire shares from the 
owner of the shares at the end of any 12-month illness of the owner that renders him 
incapable of carrying out his duties as manager was a right described in the predecessor 
provision to section 251(5)(b). CRA has indicated that a right to convert non-voting shares 
into voting shares is subject to section 251(5)(b) notwithstanding that such right can only be 
exercised where another shareholder does not exercise its conversion right.22 The same 
reasoning is applied to rights to acquire shares from a shareholder subject to a condition 


precedent or upon the occurrence of an event of default.22 


CRA takes the view that section 251(5)(b) applies on a shareholder by shareholder basis: i.e., 
in determining whether a shareholder controls a corporation that shareholder is deemed to 
have exercised all of its rights, but rights granted to other shareholders are not deemed to 


have been exercised.2© CRA bases this view in part on the difference between the language 
in section 251(5)(b) and the language contained in section 256(1.4), a similar rule 
concerning associated corporations which CRA acknowledges applies on a fully diluted 
basis. Nevertheless, in Sedona Networks Corp. v. R.,22 the Federal Court of Appeal implicitly 
rejected CRA's view by applying section 251(5)(b) on a fully diluted basis and not on a 
shareholder by shareholder basis. CRA considers the application of section 251(5)(b) in 
Sedona Networks to be obiter and therefore not binding on CRA.22 


While section 251(5)(b) deems a person holding a right (for example) to acquire shares to be 
in the same position in relation to the control of a corporation as if the person owned such 
shares, it does not deem the person who in fact owns the shares not to own those shares. 
Thus, section 251(5)(b) can result in more than one person having control of the same 
corporation, by virtue of the same shares or votes, for purposes of section 251(2). This was 
the case in Viking Food Products Ltd. v. Minister of National Revenue,22 where the Court 
held that two corporations remained associated by virtue of being controlled de jure by the 
same group of persons, notwithstanding that a third person had a right described in the 
predecessor to section 251(5)(b) to acquire all of the shares of one of the corporations. By 
extension, where more than one corporation controls a corporation, as a result of section 
251(5)(b) or otherwise, each controlling corporation will be related to the controlled 
corporation and, by virtue of section 251(3), each other controlling corporation. 


FOOTNOTES 


34 Section 251(5)(b) also applies for purposes of the definition of "Canadian-controlled private 
corporation." Except in limited situations, set out in s. 256(8), the deeming rule in s. 251(5)(b) 
does not apply for any other purpose of the Act. Section 256(1.4) contains a similar, but not 
identical, deeming rule for purposes of determining whether corporations are associated. 


35See Couvre-Plancher Zénith Ltée _c. Ministre du Revenu national, 1994 CarswellNat 1364, 1994 


CarswellNat 2019, (sub nom. Couvre-Plancher Zénith Ltée v. Minister of National Revenue) 
[1995] 2 C.T.C. 2857, (sub nom. Couvre-Plancher Zénith Ltée v. R.) 95 D.T.C. 898 (Fr) (T.C.C.). 


36 aiteco Inc. v. R., 1993 CarswellNat 976, [1993] 2 C.T.C. 2087 (T.C.C.). While the Court in Alteco 
appears to conclude that a unanimous shareholders agreement is not a constating document, it 
nevertheless comes to its conclusions on the basis of de jure control. Duha Printers, supra note 
23, corrects Alteco on the status of a unanimous shareholders agreement. 


37 7b usita Holdings Ltd. v. R., 1982 CarswellNat 212, 1982 CarswellNat 429, [1982] C.T.C. 351, 82 
D.T.C. 6297 (Fed. T.D.), affirmed 1984 CarswellNat 226, [1984] C.T.C. 335, 84 D.T.C. 6346 (Fed. 
C.A.), affirmed 1984 CarswellNat 232, [1984] C.T.C. 354, 84 D.T.C. 6363 (Fed. C.A.). 


38c6¢ also Rostal Sales Agency Ltd. v. R., 1982 CarswellNat 381, 1982 CarswellNat 430, [1983] 
C.T.C. 5, 83 D.T.C. 5036 (Fed. T.D.), which comes to the same conclusion on similar facts. 


39 rrudson 's Investment Co. (London) Ltd. v. Minister of National Revenue, 1967 CarswellNat 252, 
68 D.T-C. 83, [1967] Tax A.B.C. 1157 (Can. Tax App. Bd.). 


40 Folio S1-F5-C1, supra note 4, paragraph 1.28. 
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Ibid. at paragraph 1.27. 


42 tid. 


43 There are several CRA statements on this point. See, for example, Technical Interpretation, CRA 


Document No. 9814370, dated June 12, 1998. However, in Ferronnex Inc., supra note 25, the 
Tax Court concludes that a power of attorney under which voting power was granted to a 
person was not a right to which s. 251(5)(b) applied because s. 251(5)(b) only applies to rights 
in contract. This statement is clearly inconsistent with those in Lusita Holdings and Rostal 
Sales, which were not considered by the Court in Ferronnex Inc., and in any case is likely obiter. 


44See Technical Interpretation, CRA Document 2005-0121951, dated April 28, 2005 and Technical 
Interpretation, CRA Document 900351, dated April 30, 1990. 


45 Technical Interpretation, CRA Document 2016-0662381E5, dated March 24, 2017. 


46 Technical Interpretation, CRA Document 2010-0380571E5, dated March 16, 2011. 


A7Interpretation Bulletin IT-269R4, paragraph 16, dated April 24, 2006. See also CRA Round 
Table, 1992 CTF Annual Conference, Q. 9, CRA Document 921030 and Special Projects, CRA 
Document 2M01530, dated July 29, 1992, which indicate that a beneficiary will only be 
considered to have a s. 251(5)(b) right where it has an absolute right to the shares held by the 
trust. Technical Interpretation, CRA Document 9235395, dated January 12, 1993 is consistent 
with this position. 


48 Technical Interpretation, CRA Document 9607465, dated July 19, 1996. 


49 Folio S1-F5-C1, supra note 4, at paragraph 1.28. See also Technical Interpretation, CRA 
Document 900285, dated May 28, 1990 in which CRA indicates that a pre-emptive right granted 
to all shareholders under a shareholders agreement to subscribe for their proportionate share 
of all future share offerings was not a right described in s. 251(5)(b). 


595903 Conference for Advanced Life Underwriting, Q. 10, CRA Document 2003-0004255, dated 
April 29, 2003. 


51 Technical Interpretation, CRA Document 2002-0133675, dated January 7, 2003 and Technical 


Interpretation, CRA Document 9033975, dated January 6, 1992. 


52 Toric Optical Ltd. v. Minister of National Revenue, 1974 CarswellNat 264, [1974] C.T.C. 2095, 


74 DTC. 1054 (T.R.B.), affirmed 1978 CarswellNat 208, [1978] C.T.C. 436, 78 D.T.C. 6310 (Fed. 
T.D.). 


53 Technical Interpretation, CRA Document 9421285, dated February 8, 1995. A further 


requirement, imposed on a shareholder that exercises its conversion right, to bid for other 
shares of the corporation was not considered by CRA to be a "right" for purposes of s. 251(5)(b), 
provided that the other shareholders are not required to tender their shares to the bid. 


54CRA Round Table, 2007 Canadian Tax Foundation Conference, CR 4:13. 


22 Supra note 50. Note that while a creditor's right to seize shares of a corporation owned by a 
debtor upon an event of default may be caught by s. 251(5)(b), s. 256(6) will generally apply 
such that the creditor will not be deemed to control such corporation. 


56This is a long-standing position of CRA. See Technical Interpretation, CRA Document 2007- 
025359117, dated March 18, 2008, for a reasoned discussion of the position. 


57 Sedona Networks Corp. v. R., 2007 CarswellNat 991, 2007 CarswellNat 3671, [2007] 3 C.T.C. 


237, 2007 D.T.C. 5359 (Eng.) (F.C.A.). 


38sec, for example, Income Tax Technical News, No. 38, dated September 22, 2008, CRA 
Document 2007-025359117, supra note 56. There is some suggestion in CRA Document 2007- 
025359117 that CRA intends to limit its interpretation to avoidance schemes relating to CCPC 
status. 


29 Viking Food Products Ltd. v. Minister of National Revenue, 1967 CarswellNat 269, [1967] C.T.C. 


101, 67 D.T.C. 5067 (Can. Ex. Ct.) per Jackett J. See also Ekamant Canada Inc. c. R., 2009 
CarswellNat 2412, 2009 CarswellNat 4379, (sub nom. Ekamant Canada Ince. v. R.) 2009 D.T.C. 
1271 (Fr.), 2010 D.T.C. 1039 (Eng.) (T.C.C. [General Procedure]); Economy Home Builders of 
Windsor Ltd. v. Minister of National Revenue, 1965 CarswellNat 119, 65 D.T.C. 302 (Can. Tax 
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(d) Amalgamations 


Sections 251(3.1) and (3.2) deem a new corporation formed by amalgamation to be related 
to its predecessor corporations in certain circumstances. 


Section 251(3.1) deems a new corporation formed on the amalgamation of two or more 
predecessor corporations to be related to a predecessor corporation if, had the new 
corporation been in existence prior to the amalgamation with the same shareholders as 
immediately after the amalgamation, the new corporation and the predecessor corporation 


would have been related.£2 


Section 251(3.2) deems a new corporation formed on the amalgamation of two or more 
predecessor corporations to be related to its predecessor corporations if each of the 
predecessor corporations was related (otherwise than by virtue of a right referred to in 
section 251(5)(b)) to each other immediately before the amalgamation. 


FOOTNOTES 


69 see Dow Chemical Canada Inc. v. R., 2008 CarswellNat 2585, 2008 CarswellNat 5442, [2009] 1 
C.T.C. 11, (sub nom. R. v. Dow Chemical Canada Inc.) 2008 D.T.C. 6544 (Eng.) (F.C.A.), leave to 
appeal refused 2008 CarswellNat 4683, 2008 CarswellNat 4684 (S.C.C.) for an example of the 
application of this provision and s. 251(3.2). 
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2.1.2 Non-Arm's Length in Fact 


Section 251(1)(c) provides that it is a question of fact whether, where section 251(1)(b) does 
not apply, unrelated persons deal at arm's length with each other at any given time. 
Determining whether parties deal at arm's length under section 251(1)(c) in respect of a 
given transaction requires a consideration of all of the relevant facts and circumstances. 


As the Court noted in McNichol v. R.,°4 the courts have generally found unrelated parties to 
a transaction not to deal at arm's length on three bases: 


(a) the existence of acommon mind that directs the bargaining for both parties; 


(b) the parties act in concert without separate interests; and 


(c) de facto control.®2 


The proper time for determining whether parties to a transaction deal at arm's length is the 
time of the "dealing" between the parties and not, in the case of an acquisition of property, 


the time when the acquisition actually occurs.22 


FOOTNOTES 


61 vicNichol v_R., 1997 CarswellNat 33, [1997] 2 C.T.C. 2088, 97 D.T.C. 111 (T.C.C.). See also Peter 
Cundill & Associates Ltd. v. R., 1991 CarswellNat 374, (sub nom. Peter Cundill & Associates Ltd. 
v. Canada) [1991] 1 C.T.C. 197, 91 D.T.C. 5085 (Fed. T.D.), affirmed 1991 CarswellNat 507, (sub 
nom. Peter Cundill & Associates Ltd. v. Canada) [1991] 2 C.T.C. 221, 91 D.T.C. 5543 (Fed. C.A.) 
and IT-419R2, supra note 4, paragraph 22. 


62 Ihid. at 2101-2. 


63 v. Viccars, 2010 CarswellAlta 560, [2010] 4 C.T.C. 102, (sub nom. R. v. Yelle) 2010 D.T.C. 5128 
(Eng.) (Alta. Prov. Ct.). 
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(a) Common Mind 


It is generally understood that the "common mind" test finds its origin in Minister of 
National Revenue v. Sheldon's Engineering Ltd®* and Minister of National Revenue v. 
Merritt.©2 As the Exchequer Court stated in Merritt: 


where the "mind" by which the bargaining is directed on behalf of one party to a contract is the same 
"mind" that directs the bargaining on behalf of the other party, it cannot be said that the parties were 
dealing at arm's length. In other words where the evidence reveals that the same person was "dictating" 
the "terms of the bargain" on behalf of both parties, it cannot be said that the parties were dealing at 


arm's length.£& 


In Merritt, the Court found the parties not to be dealing at arm's length on the basis that 
"there was no part of the arrangement that involved bargaining between parties with 


independent interests."©2 The Supreme Court, in McLarty v. R.,£8 understood the "common 
mind" test to constitute an inquiry into whether one party has subordinated its decision 
making power to the other. In McLarty, the taxpayer, along with other investors, entered 
into a joint venture agreement with Compton Resource Corporation ("Compton"), under 
which Compton was appointed as agent for, inter alia, the purchase of seismic data for the 
use of the joint venture. Compton was also the vendor of the data, and it acquired the 
seismic data from itself on behalf of the taxpayer and the other joint venturers. 


The Federal Court of Appeal®2 had placed a great deal of emphasis on the fact that Compton 
was both the vendor and the agent for the purchaser, holding that the transaction was not at 
arm's length on the basis that the sole director of Compton was the "common mind" of both 
parties, directing both sides of the bargain. The Supreme Court overturned the Federal 
Court of Appeal decision, observing that: 


Had the trial judge found that McLarty had subordinated his entire decision making power to Compton as 
his agent, his dealings with Compton as vendor would not have been at arm's length. He would not have 
been making an independent decision about the purchase but would have left that completely to 


Compton.22 


The Court noted that the facts found by the trial judge, including the fact that the taxpayer 
placed limitations on Compton as his agent, did not support such a determination. 
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(b) Accommodation Party 


The courts have also found parties not to be dealing at arm's length where one of the parties 
subordinates its interests to the interests of the other by acting as an accommodation party 
for the other. This is best viewed as a version of the common mind test, though it is 
sometimes referred to as a separate test. An example may be found in RMM Canadian 


Enterprises Inc. v. R.,4 in which a non-resident person sought to avoid the tax consequences 
of the wind-up of a Canadian subsidiary by selling the shares of the subsidiary to an 
ostensible third party. A Canadian corporation was incorporated (by a friend of the general 
counsel of the parent of the vendor) for the sole purpose of acquiring the shares of the 
subsidiary. The loan required for the purchase was secured against the assets of the target, 
which consisted of cash, leases and income tax refunds. Payments under leases held by the 
target were guaranteed by the vendor. Immediately after the purchase, the purchaser was 
merged with the target and the loan was repaid out of the target's assets. 


The Court held that, while the parties did engage in arm's length bargaining about the 
return that the purchaser would realize on the transaction, once the deal was settled the 
parties ceased to deal at arm's length. The Court looked to a number of facts in coming to 
this conclusion, including that the vendor's guarantee was paid prematurely, that the 
purchaser endorsed the refund cheques over to the vendor and that the purchaser 
disappeared once it achieved its purpose. 


The Court came to a similar conclusion in Martin Feed Mills Ltd. v. Minister of National 


Revenue,“ in which a corporation, in the course of winding up its business, sought to sell 


shares of a subsidiary to its shareholders. It claimed a business investment loss in respect of 
the shares sold to two minority shareholders. Instead of selling the remainder of the shares 
directly to its controlling shareholder, it sold them to an ostensible third party (a friend and 
business associate of Mr. Martin, the ultimate controlling shareholder) who subsequently 
sold them to the controlling shareholder. The Court denied the business investment loss in 
respect of the shares sold to the third party on the basis that Mr. Martin was the directing 
mind of all of the transactions, dictating the terms of the bargain of all of the relevant 


parties, such that the corporation and the third party were not dealing at arm's length.Z2 
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(c) Acting in Concert without Separate Interests 
(i) The Swiss Bank Case 


The "acting in concert" test, in its original form at least, is an expansion of the "common 
mind" concept to a group of persons. The facts in Swiss Bank Corp. v. Minister of National 


Revenue, where the test was first articulated, are illustrative. Residents of Switzerland 
purchased certificates of an investment fund that had been established to invest in Canadian 
real property. The precise legal nature of the fund is not clear, but the certificates were 
intended to represent a beneficial interest in the property of the fund. The manager of the 
fund, Société Internationale de Placements ("SIP"), had full power over the investment and 
reinvestment of the certificate holders' assets and acted as a “common contractual 
representative" of the certificate holders. The trustees of the fund were Swiss Bank 
Corporation ("SBC") and Swiss Credit Bank ("SCB"). SBC and SCB each held 40% of the 
shares of SIP. The remaining shares were held by a third bank, which was not involved in the 
transactions considered in the case. An Ontario corporation, City Park Apartment Ltd. ("City 
Park"), was incorporated by SIP to serve as the vehicle for the investment of the certificate 
holders' money in Canada. The beneficial ownership of the City Park shares rested with the 
certificate holders, and the funds raised from the certificate holders were advanced to City 
Park as a loan by SBC and SCB as trustees of the fund. The issue in Swiss Bank was whether 
interest paid by City Park on the loan was subject to withholding tax, which depended on 
whether City Park dealt at arm's length with the recipients of the interest. 


The Exchequer Court determined that SBC and SCB were the recipients of the interest and 
concluded that they did not deal at arm's length with City Park. The Exchequer Court also 
stated that if the certificate holders (rather than the banks) were the recipients of the 
interest, the certificate holders would also be considered not to deal at arm's length with 
City Park. As a result, it concluded that the interest was subject to withholding tax. It based 
its conclusion on the reasoning in Merritt Estate and the further observation that: 


where several parties—whether natural persons or corporations or a combination of the two—act in 
concert, and in the same interest, to direct or dictate the conduct of another, in my opinion the "mind" 
that directs may be that of the combination as a whole acting in concert or that of any one of them in 
carrying out particular parts or functions of what the common object involves. Moreover as I see it no 
distinction is to be made for this purpose between persons who act for themselves in exercising control 
over another and those who, however numerous, act through a representative. On the other hand if one of 
several parties involved in a transaction acts in or represents a different interest from the others the fact 
that the common purpose may be to so direct the acts of another as to achieve a particular result will not 


by itself serve to disqualify the transaction as one between parties dealing at arm's length. 


Thus, the Court found that the recipients of the interest, by virtue of their acting in concert, 
formed a collective directing mind that directed the conduct of City Park. It is worth noting 
here that the Court indicates that the directing mind may be found in the combination of 
these persons, but also, at least in certain circumstances, in any one of those persons. 


The Supreme Court affirmed the decision of the Exchequer Court, although it found that the 
certificate holders, and not the banks, were the recipients of the interest. The Court 
considered the fact that the banks stood between the certificate holders and City Park as 
well as the fact that the certificate holders had no right to vote the shares of City Park, no 
rights to the assets of the corporation except upon liquidation and no right to waive interest 
on the City Park loan to be insufficient to find an arm's length relationship in light of the fact 
that City Park was a captive to the interests of the certificate holders: 


In my opinion, the interposition of the managing agent and the two depositaries between City Park and 
the certificate holders does not, despite the regulations, create an arm's length situation between them, 
within the exception in clause 106(1)(b)(iii)(A). City Park owes its very existence to the funds provided by 
the certificate holders, is without support from any other source and those funds are committed to 
provide a return only to the certificate holders. In short, City Park is completely a captive to the interests 
of the certificate holders, acting through professional managers and fiduciaries. 2& 


Thus, while the Supreme Court did not expand on the concept of acting in concert 
introduced by the Exchequer Court, it assumed that the certificate holders could be 
considered as one by virtue of their common interests, which were projected through the 
trustees of the fund, for purposes of determining whether City Park was subordinated to 
their interests. 


(ii) Ordinary Commercial Dealings 


The Supreme Court opined in Swiss Bank that the rationale behind the withholding tax 
exclusion at issue in that case, in section 106(1)(b)(iii)(A) (as it then read), was to ensure 
that the interest rate "will reflect ordinary commercial dealing between parties acting in 


their separate interests."22 


This concept of no assurance of commercial dealings was considered and applied in Petro- 


Canada v. R-28 In that case, Petro-Canada became one of two shareholders in two separate 
joint exploration corporations (the "Phillips JEC" and the "CanEagle JEC"). The other 
shareholder of the Phillips JEC was Phillips Petroleum Canada Limited ("Phillips") while the 
other shareholder of the CanEagle JEC was CanEagle Resources Corporation ("CanEagle"). 
Each of Phillips and CanEagle owned seismic data and had significant losses that it could not 
utilize in the foreseeable future. Accordingly, the deductions available in respect of the 
seismic data owned by them had little value to them. On the other hand, Petro-Canada was 
profitable and could utilize significant deductions. The objective of the transactions at issue 
was to transfer cash from Petro-Canada to the JECs in exchange for the deductions available 
in respect of the seismic data. The Phillips JEC acquired seismic data from Phillips and the 
CanEagle JEC acquired seismic data from CanEagle. Each JEC then renounced the costs of 
such seismic data to Petro-Canada, thereby permitting Petro-Canada to deduct such costs in 
computing its income as Canadian exploration expenses ("CEE"). 


The Tax Court found that Phillips did not deal at arm's length with the Phillips JEC and 
CanEagle did not deal at arm's length with the CanEagle JEC, so that section 69(1)(a) 


applied to reduce the cost of the seismic data to the JECs and by extension the CEE 
renounced to Petro-Canada. The Tax Court reasoned as follows: 


[I]t remains a question of fact whether the transactions were entered into at arm's length. The evidence 
leaves me in no doubt that these transactions did not reflect ordinary commercial dealings between the 
vendors and the purchasers acting in their own interests and so were not at arm's length. The terms of 
the transactions were dictated by the Appellant and Phillips in the first two cases, and by the Appellant 
and CanEagle in the third, for their own mutual benefit. As Phillips and CanEagle were both vendors and 
shareholders of the purchasers, any independent thought as to these dealings would have had to come 
from the PC directors of the JECs. There was no evidence of any independent thought or action by the PC 
directors on the JEC boards in connection with the seismic purchases. 


There was no evidence to show that PC's directors on the JEC boards made any serious effort to bargain 
with the vendors as to the prices to be paid for the seismic data. These were extremely large transactions, 
and much of the data was over land in which neither of the JEC's shareholders had an interest, and yet 
there was no suggestion of an attempt to obtain any volume discount from the "valuations" produced by 
Courts, Sheppard and Armstrong, as one would expect in ordinary commercial dealings. 


It was in the mutual interest of the two shareholder corporations in each case that the price paid for the 
seismic be as high as they could hope to justify. The purchase price determined the extent of the CEE that 
they could hope to move from Phillips and CanEagle to PC. It was this CEE that, through the deduction to 
be taken from income, would provide the funds to pay for exploration. The entire structure by which the 
JECs were created and funded had this as its objective. The JECs were, so far as the acquisition of seismic 
was concerned, simply pawns of their shareholders, the three acting in concert to achieve a common 
goal.22 


The Federal Court of Appeal agreed with the Tax Court, holding that "the terms of the 
transactions did not reflect ordinary commercial dealings between the vendors and 


purchasers acting in their own interests."82 


The absence of evidence of ordinary commercial dealings may, therefore, be treated as an 
indication that the parties are not dealing at arm's length. CRA has expressed the following 
view on the concept of ordinary commercial dealings: 


Failure to carry out a transaction at fair market value may be indicative of a non-arm's length transaction. 
However, such failure is not conclusive. Conversely, a transaction between unrelated persons at fair 
market value does not necessarily indicate an arm's length situation. The key factor is whether there are 
separate economic interests which reflect ordinary commercial dealing between parties acting in their 
separate interests.81 


This is consistent with the conclusion of the Federal Court of Appeal in Remai Estate v. R.,82 
in which the Court observed that "ordinary commercial dealings" do not constitute a 
separate requirement for determining whether a transaction is at arm's length, but rather "a 
helpful definition of an arm's length transaction."22 The Court also noted that the fact that a 
transaction is entered into largely as a favour by one party to the other does not necessarily 
mean that it cannot also be at arm's length. 


(iii) The Expansion of Swiss Bank 


Following the decision in Swiss Bank, subsequent decisions, including the decision in Petro- 
Canada, have expanded the concept of acting in concert beyond the situation found in Swiss 
Bank. In Swiss Bank, the Court considered a situation where a group of persons acted in 


concert to direct or control another person, and as such each member of that group was held 
not to deal at arm's length with that other person. Neither the Exchequer Court nor the 
Supreme Court made any determination as to the arm's length status of the persons acting 
in concert. Nevertheless, later decisions appear to understand Swiss Bank to conclude that 
persons acting in concert do not deal at arm's length. 


In Sayers v. Minister of National Revenue&* and McCracken v. Minister of National 


Revenue,2= for example, Sayers arranged for his registered retirement savings plan 
("RRSP") to lend McCracken, a business associate, $18,000 secured by a first mortgage on 
McCracken's house. McCracken's RRSP lent an identical amount to Sayers secured by a first 
mortgage on Sayers' house. The Tax Review Board held that the mortgagor did not deal at 
arm's length with the annuitant of the RRSP: 


Each must have been constrained by the thought that what he demanded of the other he also demanded 
of himself. The agreement freed the appellant and Mr. McCracken to fix terms without regard to the 
mortgage market. ... The mind which dictated the actions of each man was the mind of the two acting in 


concert.8& 


CRA's commentary on the "acting in concert" test makes clear that this expansion of Swiss 
Bank is, in their view, something more than a recasting of the "common mind" test, since it 
can apply even where there is no common mind: 


The courts have held that when one person (or group of persons) is, in fact, the bargaining agent, or the 
mind by which the bargaining is directed, on behalf of both (or all) parties to a transaction, then the 
parties cannot be dealing at arm's length. The courts have expanded this principle to include the concept 
of acting in concert with respect to an element of common interest. The fact that two or more parties act 
in a highly interdependent manner (in respect of a transaction of mutual interest) can be an indication of 
the fact that the parties are acting in concert and in the same interest and therefore are not dealing with 
each other at arm's length. When a common purpose exists, a transaction is not necessarily a non-arm's 
length one when different interests (or independent parties) are also present. In this context, different 
interests are considered to exist when each party has an independent interest from the other parties to a 


transaction, notwithstanding the fact that each party may have the same purpose, such as economic 
87 


gain. 
Finally, as the last two sentences of the above commentary make clear, the fact that parties 
to a transaction have a common purpose is not sufficient for parties to be found not to deal at 
arm's length. As the Tax Court notes in McNichol, "[b]luyer and seller do not act in concert 
simply because the agreement which they seek to achieve can be expected to benefit 


both."22 Rather, as the Tax Court points out in Bates v. R.,82 in order for the parties to be 
considered not to deal at arm's length, the separate interests of the parties must be 
effectively subsumed under their common interest: 


to find a non-arm's length relationship between two parties that are not related under the Act, the Court 
must find that the parties acted in concert for a common purpose and that this common purpose 
overwhelmed the separate interest of at least one of the parties.22 


Similarly, in Gosselin c. R.:24 "there are two parts to the second test mentioned, namely 
acting in concert and having no separate interests."22 


As the Court points out in Brouillette c. R.,22 the fact that the parties to a transaction have 
used the same advisors to achieve a common purpose is not sufficient to show that the 


parties are not dealing at arm's length. In the words of the Court: 


Financial advisors are not the directing minds of the corporations that they advise. They advise. They do 
not make decisions. It cannot be determined that parties have acted in concert simply because they use 
the same financial advisors. The interests of each party to an agreement must be analysed to determine 


whether they have acted in concert.24 
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(d) De Facto Control 


Finally, the de facto control test looks to whether one of the parties has such direct or 
indirect control or influence over the other so as to be the directing mind of the other. CRA 
notes that it is not necessary to show that the control or influence was exercised to show de 


facto control; the mere ability to do so is sufficient.22 


In Pender Enterprises Ltd. v. Minister of National Revenue,2© the Exchequer Court found 
that the intimate business and family relationships between a vendor and a purchaser of a 
business, including that the vendor was the long-time employer of the shareholders of the 
purchaser, was sufficient to find that the parties did not deal at arm's length. 


In Robson Leather Co. v. Minister of National Revenue,2Z the Federal Court of Appeal 
considered a transaction in which a corporation, Robson Leather Company Ltd. ("RLC"), 
acquired certain patent rights from a second corporation, Appel Process Limited ("Appel"). 
RLC was, in the view of the Court, effectively controlled by Charles Robson through a trust 
(which held the majority of the shares of RLC) and a second corporation, Eclipse Consultants 
Limited ("Eclipse"), all of the shares of which were owned by Charles Robson. As part of the 
transactions that included the sale of the patent rights, 50% of the shares of Appel were 
acquired, directly and indirectly, by a group of executives of the RLC group of companies. 
The purchase was funded entirely with funds provided by the RLC group. At the time of the 
transaction, 50% of the shares of Appel were held by Eclipse, with the remainder held 
directly and indirectly by the RLC executives. Also, Appel owed a substantial sum to the 
indirect parent of RLC and the Court found that there was little prospect of repayment. 


At issue was whether RLC was dealing at arm's length with Appel at the time of the 
acquisition of the patent rights. The taxpayer argued that Appel, and by extension the RLC 
executives holding 50% of the shares of Appel, had an interest in obtaining the highest price 
possible for the patent rights and that the RLC group of companies, including Eclipse, had 
an interest in paying the least amount possible. The Court rejected this argument in light of 
the above facts, in particular the fact that the shares held indirectly by the RLC executives 
were acquired using funds exclusively from the RLC group and that Appel had a large debt 
owing to RLC with no likelihood of repayment. On this basis, the Court found that Charles 
Robson "was in a position to exert the kind of pressure that enabled him to have his will 
prevail in the business of Appel" and so: 


effectively controlled by one means or another the decision-making of both the vendor and purchaser, 
with the result that the sale of the patent rights .. . was not a transaction between parties dealing at 


arm's length.28 


The issue of de facto control also arises under section 256(5.1), which concerns the meaning 
of the expression "controlled, directly or indirectly in any manner whatever" in the Act. 
While this provision is not strictly speaking relevant to the determination of de facto control 
for purposes of section 251(1)(c), CRA has nevertheless indicated that it considers the 
criteria relevant to the determination of whether a person is controlled within the meaning 


of section 256(5.1) to be also relevant for section 251(1)(c).22 These include, in the context 
of a corporation: 


(a) the percentage of ownership of voting shares (when such ownership is not more 
than 50 per cent) in relation to the holdings of other shareholders; 


(b) ownership of a large debt of a corporation which may become payable on demand 


(unless exempted by section 256(3) or (6))100 or a substantial investment in 
retractable preferred shares; 


(c) shareholder agreements including the holding of a casting vote; 


(d) commercial or contractual relationships of the corporation, e.g., economic 
dependence on a single supplier or customer; 


(e) possession of a unique expertise that is required to operate the business; and 


(f) the influence that a family member, who is a shareholder, creditor, supplier, etc., 
of a corporation, may have over another family member who is a shareholder of the 


corporation.121 


In McGillivray Restaurant Ltd. v. R.,122 the Federal Court of Appeal confirmed that the 
correct test for de facto control for purposes of section 256(5.1) is that set out in Silicon 


Graphics Ltd. v. R, 103 


in order for there to be a finding of de facto control, a person or group of persons must have the clear 
right and ability to effect a significant change in the board of directors or the powers of the board of 


directors or to influence in a very direct way the shareholders who would otherwise have the ability to 


elect the board of directors .124 


In doing so, the Court expressly rejected any suggestion that the test for de facto control 
should be based on "operational control" or "control of the day-to-day operations of the 


corporation or its business".12° This is consistent with the factual non-arm's length concept 
as it has been articulated in the context of section 251(1)(c), which looks to direction or 
control of the decision-making powers of the relevant parties. The Court went on to say that, 
while the list of factors that may be considered in applying the test in Silicon Graphics is 
open-ended: 


a factor that does not include a legally enforceable right and ability to effect a change to the board of 
directors or its powers, or to exercise influence over the shareholder or shareholders who have that right 


and ability, ought not to be considered as having the potential to establish de facto control.12& 


Whether this prescription should be applied in the context of section 251(1)(c) is not 
immediately clear, though if it were to be so applied it would set a high bar for the relevance 


of some "traditional" factors, such as the influence of family or business relationships. That 
said, in circumstances where family, or other non-legally enforceable obligations, were 
sufficiently strong to raise the question of de facto control, these obligations would likely be 
equally relevant to the determination whether the parties are dealing factually not at arm's 
length under the broader "common mind" test. 
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(e) Shareholders and Corporations 


A shareholder will be deemed by sections 251(2)(b) and 251(1)(a) not to deal at arm's length 
with a corporation where it, alone or together with related persons, controls the 
corporation. CRA has indicated that, except where a sufficient number of minority 


shareholders are found to act in concert to direct the affairs of the corporation, minority 


shareholders will generally deal at arm's length with a corporation.+22 


Petro-Canada,128 discussed above, concerned such a case. The Federal Court of Appeal held 
that two jointly held exploration companies acted in concert, and as such did not deal at 
arm's length, with their respective shareholders on the basis that they were captive to the 
common interests of their shareholders. By contrast: 


in any normal commercial transaction between the corporation and one of the shareholders, the other 
shareholder would ensure that the corporation would be able to assert its own interest and would do so. 
To paraphrase Swiss Bank, there would be some assurance that the terms of any such transaction would 
reflect ordinary commercial dealing between parties acting in their separate interests. In this case, 
however, the combined effect of the corporate structure, the unanimous shareholders agreements, the 
funding arrangements, and the renunciation obligations was that there was no such commercial 


safeguard.122 


The mere fact that a corporation acts in a manner that favours its shareholders (for example 
in the payment of a dividend) does not mean that the corporation and the shareholders do 


not deal at arm's length. Where the shareholders are not clearly acting in concert,+!2 the 


courts will generally look to whether the corporation has acted against its own interest in 


determining whether it deals at arm's length with its shareholders.1! 


FOOTNOTES 


107 rid. at paragraph 32. In the same vein, CRA indicates in Folio S1-F5-C1, supra note 4, 
paragraph 1.53 that whether or not a minority shareholder has direct management influence 
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also Advance Income Tax Ruling, CRA Document 2005-0133041R3, dated January 1, 2005, in 
which CRA indicates that the winding-up of a corporation by its shareholders will not, in itself, 


be considered to cause the shareholders not to deal at arm's length with each other or with the 
corporation. 


108 cupra note 78. 


109 hid. at 174. 


110 cee, for example, Gatineau Westgate Inc. v. Minister of National Revenue, 1966 CarswellNat 
200, 41 Tax A.B.C. 440, 66 D.T.C. 560 (Can. Tax App. Bd.), where the 50-50 shareholders of a 


corporation were legally obliged to act in concert by virtue of both being members of a 
partnership. 


111 c¢¢, for example, Grant v. Minister of National Revenue, 1986 CarswellNat 517, [1987] 1 
C.T.C. 2055, 87 D.T.C. 16 (T.C.C.); Fournier v. Minister of National Revenue, 1991 CarswellNat 
471, [1991] 1 C.T.C. 2699, 91 D.T.C. 746, 91 D.T.C. 743 (Fr.) (T.C.C.); and Gosselin c. R., supra 
note 91. 
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(f) Partnerships 


The determination as to whether a transaction involving a partnership is between parties 
dealing at arm's length was considered by the Federal Court of Appeal in Deptuck v. RAl2 


and Brown v. R.143 Both cases concerned section 69(1)(a), which provides, in general terms, 
that where a taxpayer acquires anything from another person with whom the taxpayer does 
not deal at arm's length at an amount that is in excess of the fair market value of that thing, 
the taxpayer is deemed to have acquired it at fair market value. 


In Brown, a general partnership with two partners entered into an agreement to acquire 
software programs from a corporation. The parties conceded that, as of the date of the 
agreement, the two partners did not deal at arm's length with the corporation. However, 
prior to the acquisition of the software, the partnership issued units to an additional 26 
partners, including the taxpayer, all of whom dealt at arm's length with the vendor. The 
taxpayer argued that, since he dealt at arm's length with the vendor, section 69(1)(a) should 
not apply to him. The taxpayer relied in part on the decision of the Federal Court of Appeal in 


Madsen v. R.,114 wherein the Court found that the arm's length test for purposes of section 
69(1)(a) was to be applied at the level of the partner, and not the partnership. 


In Deptuck, the Court had concluded that this aspect of the decision in Madsen was obiter, 
noting that, since a partnership is required under section 96(1)(a) to calculate its income or 
loss as if it were a separate person, and since a taxpayer (the relevant term in section 69(1) 
(a)) includes any person, the arm's length determination for purposes of section 69(1)(a) 
should be made at the level of the partnership. On this basis, the Court in Brown held that: 


Once a factual determination is made that the partnership and a vendor were not dealing at arm's length, 
then the consequences of that determination apply to all the partners, even if, on the facts, some of them 
were at arm's length from the vendor and others were not. Whether or not the partnership was at arm's 
length from the vendor is a question to be decided on the basis of the relationship of the directing minds 
of each at the time the transaction was structured. Once that determination is made, it applies to all the 


partners, even those, like the appellant, who subsequently join the partnership.145 


CRA has expressed the view that the determination whether a partner deals at arm's length 


with a partnership will generally turn on the degree to which the partner, alone or acting in 


concert with other partners, exercises control over the partnership 116 In the case of a 


limited partnership, CRA has indicated that it considers the general partner not to deal at 
arm's length with the partnership.1/2 By extension, two partnerships controlled by the same 
person or group of persons will generally be considered not to deal with each other at arm's 


length.118 


Whether partners deal with each other at arm's length in respect of the business of the 
partnership is less clear. CRA has indicated that partners are "not necessarily" considered 
not to deal at arm's length with each other in transactions outside the partnership.t/2 While 
some guidance might be taken from the acting in concert concept articulated in Swiss Bank, 
it should be recalled that neither the Exchequer Court nor the Supreme Court in that case 
considered whether the certificate holders dealt with each other at arm's length. In any 
case, while parties may not deal at arm's length in respect of a given transaction, they may 
(and in most cases of arm's length in fact, almost certainly do) deal at arm's length in respect 
of other transactions. CRA appears to allow that a transaction can be in part arm's length 


and in part non-arm's length.122 


FOOTNOTES 


112 Deptuck v. R., 2003 CarswellNat 902, 2003 CarswellNat 2761, [2003] 3 C.T.C. 287, 2003 D.T.C. 
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Revenue, 1982 CarswellNat 356, [1982] C.T.C. 2772, 82 D.T.C. 1781 (T.R.B.). 
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2.1.3 Trusts 


Pursuant to section 251(1)(b), a personal trust and a taxpayer are generally deemed not to 
deal with each other at arm's length if either the taxpayer, or any person not dealing at arm's 
length with the taxpayer, are beneficially interested in the trust.424 CRA has indicated that 
personal trusts that share a common beneficiary, or that have different beneficiaries who do 
not deal at arm's length with each other, are therefore deemed not to deal with each other at 


arm's length.122 


In May Estate v. Minister of National Revenue,122 the Court reasoned as follows in 
determining that a testator did not deal at arm's length with her estate: 


Can the same person be said to be "dictating the terms of the bargain" on behalf of both the settlor and 
the trust as far as the transfer of the shares is concerned? In the case before the Court these questions 
must be answered in the affirmative. The trust created by the settlor could not alter the conditions under 
which the shares were transferred. The essential "separate interest" between parties to the disposition of 
property at arm's length, referred to in the Swiss Bank case, was not present in the transfer of shares 
between the settlor and the trust it created. 


CRA takes the position that there is a "general presumption" that a trust does not deal at 
arm's length with its settlor, noting that the presumption may not apply where the trustee is 


a professional trustee, or the settlor has transferred all of the usual rights of ownership of 
124 


the property to the trust, and the trustee is free of any influence exercised by the settlor.== 

Section 104(1) provides that, unless the context otherwise requires, a reference in the Act to 
a trust includes a reference to its trustee. On this basis, CRA indicates that where a trust 
controls a corporation, such that the corporation is related to the trust, the corporation may 
also be related to the trustee, as well as any person related to the trustee, under section 
251(2)(b).422 This is relatively straightforward where there is only one trustee of the trust; 
however, where there is more than one, a determination must be made as to which trustee or 
trustees, if any, have control of a corporation that is controlled by the trust. In Cété- 


Létourneau c. R.,12© for example, the Tax Court held that where the terms of the trust 
require unanimity in all decisions, two of the three trustees of the trust could not be said to 
have de jure control of a corporation wholly-owned by the trust. 


FOOTNOTES 
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interested" in a trust, as well as details concerning the meaning of "personal trust" for 
purposes of s. 251(1)(b), at paragraphs 1.30 to 1.35. 
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Section 69(1) provides a general rule that transfers between non-arm's length persons are 
deemed to take place at fair market value. Under section 69(1)(a), where a taxpayer 
acquires anything from a person with whom the taxpayer does not deal at arm's length for 
an amount in excess of its fair market value, the taxpayer is deemed to have acquired it at 
fair market value. While the taxpayer's cost of the asset will, therefore, be limited to the fair 
market value of the asset, the proceeds of disposition to the vendor will remain unchanged. 


In the case of shares acquired from treasury, any addition to cost base denied under section 
69(1)(a) would be treated as a contribution of capital for the purposes of section 53(1)(c) 
provided that there is some increase in the value of the shares of the corporation owned by 


the taxpayer as a result of the subscription.422 Thus, any amount that could not be regarded 
as a benefit conferred on a person related to the taxpayer (other than the corporation) would 
be added to the cost base of the shares under section 53(1)(c). 


CRA has indicated that section 69(1)(a) may apply where a person makes a non-interest 
bearing term loan to a non-arm's length person, on the basis that the fair market value of a 
non-interest bearing loan that is not a demand loan could be less than the principal amount 
of the loan.428 

Under section 69(1)(b), where a taxpayer disposes of anything to a non-arm's length person 
for no proceeds or for proceeds of disposition less than the fair market value thereof, the 
taxpayer is deemed to have received proceeds of disposition equal to that fair market value. 


Subject to section 69(1)(c), the purchaser's cost of the asset will be unchanged.422 Since 
section 69(1)(b) requires a disposition, it does not apply to a provision of services between 


non-arm's length parties.422 CRA takes the view that it can apply to intangible property, 


such as grant of a right to use property.431 


Where a taxpayer acquires property by way of a gift, that person is deemed to acquire the 
property at fair market value under section 69(1)(c). CRA has expressed the view that a 
transfer of property to a corporation by a shareholder cannot constitute a gift, since the 
transaction would result in a benefit to the shareholder in the form of an increase in the 


value of the shareholder's interest in the corporation.122 CRA appears to reverse this 


position in the April 14, 2011 Income Tax Technical News233 in which it indicates that, 


absent a specific provision of the Act to the contrary, a corporation that receives property 
from its shareholder for no consideration will have a cost base in that property equal to its 
fair market value. 


The preamble to section 69(1) makes explicit that the rules in section 69(1) do not apply 
where other provisions of the Act expressly override them, the most important being those 
dealing with tax-free rollovers such as section 85 or 86. 


In Deptuck!34 the Federal Court of Appeal held that section 69(1)(a) applied to a partnership 
that acquired property from a corporation controlled by the same person who controlled the 
general partner of the partnership, on the basis that under section 96(1) a partner of a 
partnership computes its income as if the partnership were a separate person.435 Once a 
determination is made that the partnership and a vendor are not dealing at arm's length, the 
consequences of that determination apply to all the partners, even if some of them deal at 


arm's length with the vendor.13& 


CRA has expressed the view that where a person exchanges shares of a corporation for 
shares of the same corporation with a fair market value that is greater than that of the 
transferred shares, section 69(1)(b) may apply to another shareholder of the corporation 
with which the person does not deal at arm's length to deem that shareholder to receive 
proceeds of disposition equal to the fair market value of the shareholder's economic interest 


in the corporation that is given up as a result of the exchange.132 In Shepp v. R.,138 the 
Court expressed doubt, in obiter, that section 69(1)(b) would apply in such a circumstance, 
since it was not clear that it resulted in a disposition of an economic interest. 


Where a corporation repurchases its shares from a shareholder with which it does not deal 
at arm's length for proceeds that are less than the fair market value of the shares, section 
69(1)(b) will apply to deem the shareholder to receive fair market value proceeds, but any 
deemed dividend arising under section 84(3) is to be calculated without taking section 69(1) 


(b) into account.432 This is because section 69(1)(b) affects the amount received by the 
shareholder, but not the amount paid by the corporation. Similarly, on a transfer of shares of 
a corporation to another corporation to which section 84.1 applies, any additional proceeds 
of disposition deemed to be received by the transferor under section 69(1)(b) will not affect 


the amount of the deemed dividend under section 84.1(1)(b).442 


Since section 69(1) looks to the fair market value of the property at the time of disposition, 
CRA has indicated that where the price under an agreement between non-arm's length 
parties reflects the fair market value of the transferred property, but in the period between 
the entering into of the agreement and disposition of the property the fair market value 
changes, section 69(1) will apply.144 

Non-arm's length parties may include in the relevant transfer documentation a price 
adjustment clause in order to reset the consideration, as of the time of transfer, in the event 
that the fair market value as determined by the parties proves incorrect. See §2.4 below for 
a discussion of price adjustment clauses. 


Section 69(1.2) was designed to prevent parties from avoiding or limiting the impact of 
section 69(1) by artificially suppressing the fair market value of an asset through a leasing 
arrangement with a non-arm's length party. Absent section 69(1.2), a vendor might transfer 
a property that is subject to a non-arm's length agreement that provides for payments of less 
than a reasonable amount for the use of the property, so that the agreement reduces the fair 
market value of the transferred property and, therefore, the proceeds of disposition of the 


property for purposes of section 69(1). Section 69(1.2) deems the proceeds of disposition of 
the property in these circumstances to be the greater of the fair market value of the property 
determined without reference to the agreement and the proceeds of disposition determined 
without reference to section 69(1.2). The Department of Finance, in its Technical Notes to 


section 69(1.2),442 gives the following example to illustrate the application of section 
69(1.2). A taxpayer leases a property to a non-arm's length person for payments that are less 
than reasonable in the circumstances and then gives the property to another non-arm's 
length person. Under section 69(1), the taxpayer will be deemed to receive proceeds of 
disposition equal to the fair market value of the property. However, if this fair market value 
is less than the fair market value determined without reference to the lease, the proceeds of 
disposition will be deemed instead to be the fair market value of the property determined 
without reference to the lease. 


Where one of the parties is a resident of Canada and the other is a non-resident, the transfer 
pricing rules in section 247 may apply to the transaction. The transfer pricing rules take 
precedence over sections 69(1) and (1.2), by virtue of section 247(8). 
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2.3 Section 69(11) 


Section 69(1) applies except as otherwise provided in the Act, so that a person can avoid the 

application of section 69(1) by making use of the tax-deferred rollover rules in, for example, 

section 85. Unlike section 69(1), section 69(11) applies notwithstanding any other provision 

of the Act, and as such will override an otherwise valid rollover. Section 69(11) limits the 

ability of a person to make use of deductions or other tax shelter available to an unaffiliated 

person to reduce a gain that would otherwise be realized by the person on a transfer at fair 
144 


market value.!43 As with section 69(1), section 69(11) can apply to a partnership.—= 
More particularly, section 69(11) applies to deem a person to dispose of a property for fair 


market value proceeds of disposition where, as part of a series of transactions or events,142 


that person disposed of the property for proceeds of disposition that are less than its fair 
market value and it can reasonably be considered that one of the main purposes of the series 


was to obtain the benefit of a deduction!“® in computing income, taxable income, taxable 


income earned in Canada or tax payable or any balance of undeducted expense, outlay or 
other amount available to an unaffiliated person, or to obtain the benefit of an exemption 


available to any person (whether affiliated or unaffiliated with the transferor) from tax,14Z 


on a subsequent disposition of the property or property substituted for the property.248 In 
order for section 69(11) to apply, the subsequent disposition must occur, or arrangements 
for the subsequent disposition must be made, within three years of the initial disposition. 


For example, a corporation transfers a property with an adjusted cost base of $100 and a fair 
market value of $1,000 to an unaffiliated corporation that has unused capital or non-capital 
losses in exchange for a $100 promissory note and $900 redeemable retractable preferred 
shares. The parties elect under section 85 to deem the proceeds of disposition to be $100, 
thus deferring the gain. Shortly thereafter, the unaffiliated corporation sells the property for 
$1,000, sheltering all or part of the resulting $900 capital gain with its losses. Absent section 
69(11), the unaffiliated corporation could then repay the note and, subject to the application 
of section 55(2), redeem the preferred shares, giving rise to a deemed dividend under 
section 84(3), which would be deductible to the transferee corporation under section 
112(1).442 Since the main purpose of the disposition was to use the losses of the unaffiliated 
corporation to shelter the gain on a subsequent disposition of the transferred property, 
section 69(11) would apply to deem the taxpayer to have transferred the property to the 
unaffiliated corporation for fair market value proceeds, notwithstanding the section 85 
election. 


CRA takes the view that a deemed disposition as a result of a section 111(4)(e) election on a 
change of control is considered a disposition for purposes of section 69(1 1).459 Section 


69(11) should not apply, however, in respect of a bump under section 88(1)(d).42+ Since, in 
the case of an amalgamation under section 87, there is no disposition for tax purposes of 
property held by the predecessor companies to the new company, section 69(13) provides 
that each property held by a predecessor company is deemed to be disposed of for purposes 
of section 69(11) on the amalgamation or merger. Section 69(13)(a) deems the proceeds for 
Canadian resource property and foreign resource property to be nil, and section 69(13)(b) 
deems the proceeds for any other property to be the cost amount to the predecessor 
corporation, which generally tracks the deemed disposition rules for wind-ups under section 
88(1)(a). 


Where a corporation disposes of identical properties, some of which were acquired in 
circumstances to which section 69(11) applies and some of which were acquired at fair 
market value in the open market, CRA takes the view that section 69(11) will apply in 
respect of the disposition on a proportional basis, and not on a first-in first-out or last-in first- 
out basis.122 

The concept of "affiliated persons" is discussed below in §2.5. For purposes of section 
69(11), affiliation is measured at the time immediately before the beginning of the series of 
transactions or event. Section 69(14) provides a relieving rule for a person that is 
incorporated or otherwise comes into existence in the course of the series of transactions, 
deeming the person, for purposes of section 69(11), to have existed immediately before the 
series began and to have been affiliated at that time with every person with whom that 
person is affiliated (otherwise than by virtue of a right referred to in section 251(5)(b)) at the 


time it comes into existence.423 Also, section 69(11) modifies the definition of affiliated 
persons so that it is read, for purposes of the application of section 69(11), without reference 
to the definition of "controlled" in section 251.1(3). This definition provides that "controlled" 
is to be read in section 251.1 to mean controlled directly or indirectly in any manner 
whatsoever. Thus, where control is relevant to the determination of whether persons are 
affiliated for purposes of section 69(11), only de jure control is to be considered. 


Pursuant to section 69(12), CRA can reassess under section 69(11) at any time, regardless of 
any otherwise applicable statutory limitation period in sections 152(A4) to (5). 


Section 160(1.1) imposes joint and several liability in respect of the tax owing as a result of 
the application of section 69(11) on the initial transferor, the person deemed by section 
69(11) to dispose of the property at fair market value, and the person to whom the tax 
benefit was available in respect of a subsequent disposition. Interest is chargeable to any 
person liable under section 160(1.1).454 See §2.9 below for a discussion of sections 160(2) 
and (3), which apply for purposes of section 160(1.1). 
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Structures and Groups, (1999) V:3 p. 268 and David Williamson and Michael Manley, 
"Subsection 69(11) — Unexpected Problems from Inappropriate Positions," Corporate 
Structures and Groups, (1999) V:4 p. 285. 


144 this is consistent with other CRA views to the effect that a partnership is a "taxpayer" under 
the Act, since it is deemed to be a person under s. 96(1) for purposes of calculating its 
partners' income. See, for, example, Technical Interpretation, CRA Document 2005- 
0150411E5, dated December 16, 2005. The Federal Court of Appeal comes to the same 
conclusion, with respect to s. 69(1), in Deptuck, supra note 112. 


145 See §8.2.2(b) for a discussion of the meaning of "series of transactions or events." 


146 section 69(11)(a)(i) parenthetically excludes from the application of s. 69(11) a transfer to 
obtain the benefit of the lifetime capital gains deduction on the disposition of a share available 
to an individual in s. 110.6(2.1) where the individual acquired the share in an acquisition to 
which s. 85(3) or 98(3) applied. In its December 1997 Technical Notes to s. 69(11), the 
Department of Finance provides the following example to illustrate the application of this 
exclusion: 


... assume all of the steps are done as part of the series of transactions which include a tax- 
deferred rollover of business assets and the purpose of the series of transactions is to 
access the capital gains exemption. A (an individual) owns an interest in a Canadian 
partnership, (ABC). All of ABC's assets are used in carrying on an active business in 
Canada. ABC incorporates a new taxable Canadian corporation (Newco) and transfers on a 
tax-deferred basis all of its assets to Newco in accordance with subsection 85(2) of the Act. 
ABC is wound up in accordance with subsection 85(3) of the Act. On the wind-up of ABC, A 
receives shares of Newco. A's shares of Newco are "qualified small business corporations 
shares" within the meaning of the definition of such shares in subsection 110.6(1) of the 
Act. A sells the shares of Newco to an arm's length purchaser for fair market value. A 
deducts an amount in respect of the lifetime capital gains exemption under subsection 
110.6(2.1) of the Act in respect of the capital gain realized on the disposition of the Newco 
shares. New subsection 69(11) ensures that it does not apply to ABC so as to treat ABC as 
having disposed of its assets to Newco for fair market value proceeds rather than on a tax- 
deferred basis. 


147 an "exemption" from tax is not the same as not being subject to tax. In Technical 
Interpretation, CRA Document 2013-0505831I7, dated October 21, 2013, CRA confirmed that a 
transfer by a Canadian corporation of shares of a foreign affiliate to another foreign affiliate on 
a rollover basis under s. 85.1(3) was not subject to s. 69(11) by virtue of the fact that the 
transferee affiliate was not subject to Canadian tax on a subsequent disposition of the shares 
of the transferred foreign affiliate. 


148 section 248(5)(a) provides that a property received in exchange for a property is a substituted 


property, as is any property received on a subsequent exchange. Under s. 248(5)(b), a share 
received as a stock dividend on another share is deemed to be property substituted for that 
share. 


149 See chapter 8 for a discussion of s. 55(2). Part IV or Part VI.1 tax could also arise on such a 
transaction. 


150CRA Round Table, 1996 TEI Conference, CRA Document 9639150, dated May 12, 1996 and 
Technical Interpretation, CRA Document 59577, September 13, 1990. A deemed acquisition of 
control can arise under s. 256.1 where a person or group acquires shares of a corporation 
representing more than 75% of the fair market value of all of the shares of the corporation 
without acquiring control of that corporation, and of the one of the main reasons for not 
acquiring control is to avoid the application of s. 69(11). See §11.4.6 for a discussion of s. 
256.1. 


151 advance Income Tax Ruling, CRA Document 2001-0116073, dated January 1, 2002 and 
Technical Interpretation, CRA Document 9515455, dated August 18, 1995. 


152-Technical Interpretation, CRA Document 9134035, dated May 28, 1992. 


153 section 69(14) applies in respect of the transferor of the property and any person whose tax 
benefits, deductions, etc. are at issue in s. 69(11). Technical Interpretation, CRA Document 
2002-0156675, dated February 20, 2003. 


154 overruling Algoa Trust c. R., 1998 CarswellNat 646, 1998 CarswellNat 1473, [1998] 4 C.T.C. 
2001, (sub nom. Algoa Trust v. R.) 98 D.T.C. 1614 (Fr.) (T.C.C.) and Currie v. R., 2008 
CarswellNat 1842, 2008 CarswellNat 2837, [2009] 1 C.T.C. 2139, 2008 D.T.C. 4290 (Eng.) 
(T.C.C. [Informal Procedure]). 
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2.4 Price Adjustment Clauses 


Adverse tax consequences can arise on a transfer of assets if CRA or a court determines that 
the fair market value of the transferred property is greater or less than the fair market value 
used by the parties for purposes of the transfer. In the event of a downward adjustment, 
section 15(1) may apply in the case of a transfer by a shareholder to a corporation to deem 
the transferor to have received a shareholder benefit equal to the difference between the 
fair market value of the consideration received and the fair market value of the transferred 
property. In the event of an upward adjustment, where section 51, 85 or 86 applies to the 
transfer, the benefit provisions in section 51(2), 85(1)(e.2) or 86(2), respectively, will 
generally apply to deny the rollover to the extent that any part of the excess could 
reasonably be considered to be a benefit that the transferor desired to confer on a related 


person.152 Where the transfer does not take place on a rollover basis, section 69(1) may 
apply, as discussed in §2.2 above. 


In order to address the possibility of a redetermination of the fair market value in situations 
where adverse tax consequences may arise, transfer documentation will typically contain a 
price adjustment clause providing that the parties intend that the transfer occur at fair 
market value, and that in the event that the fair market value is subsequently redetermined 
either by agreement between the parties or between the parties and CRA or by judicial 
determination beyond any further right of appeal, the revised fair market value is to be 
adopted for all purposes of the transaction nunc pro tunc.42® Where appropriate, there 
would also be provisions for the repayment of consideration or the payment of additional 
consideration. In the case of preferred shares, the terms of the shares will typically contain a 
provision that will reset the redemption value of the shares in the event of such a 
redetermination. 


CRA will generally accept a price adjustment clause, provided that certain conditions are 
met.422 In Income Tax Folio S4-F3-C1,128 CRA sets out four conditions: (1) the agreement 
must reflect a bona fide intention of the parties to transfer the property at fair market value; 
(2) the fair market value used for purposes of the price adjustment clause must have been 
reached by a fair and reasonable method; (3) the parties agree that if the fair market value is 
redetermined by a Court or CRA, the parties will adopt that value; and (4) any excess or 
shortfall in price is actually refunded or paid, or a legal liability therefor is adjusted.422 


The first condition is based on the decision in Guilder News Co. (1963) v. Minister of 


National Revenue,+£2 which concerned a transfer by a corporation to a shareholder of 


property for less than fair market value. CRA reassessed the shareholder under section 
15(1) (or rather its predecessor, section 8(1)), notwithstanding the existence of a price 
adjustment clause in the transfer agreement. The Court found that the purchase price in the 


agreement was obviously less than the fair market value of the property being sold and held 
that the price adjustment clause did not alter this fact. The Court refused to allow the 
taxpayer to rely on a clause predicated on the false premise that the parties intended the 


transaction to occur at fair market value.t&! CRA has indicated that a significant difference 
between the fair market value of the property as determined by the parties and the fair 
market value as finally determined may indicate that the parties did not make a bona fide 


effort to determine the value of the property.1&2 


CRA's long-standing position, as stated in Information Circular IC 76-19R3,+82 had been that 
in order to give effect to a price adjustment clause in the context of a section 85(1) election, 
an amended election must be filed under section 85(7.1). CRA reversed this position at the 
2007 APFF Conference, stating that the validity of a price adjustment clause does not 


depend on the filing of an amended section 85(1) election.164 


CRA has indicated that the implementation of a price adjustment clause should not involve 
the issuance of additional shares or the cancellation of issued shares since, in its opinion, 


such a mechanism is fraught with legal and technical difficulties 1©2 Thus, where 
redeemable and retractable preferred shares are issued as consideration for the transferred 
property, the redemption price of the shares should be varied and/or cash payments should 


be made in order to affect the price adjustment.1©& Where, however, the redemption price of 
a share is adjusted upward after the share has been redeemed, resulting in a payment by the 
corporation to the holder of an amount equal to the difference between the adjusted price 
and the amount paid on the redemption, CRA is of the view that the payment constitutes a 
deemed dividend under section 84(3), and not supplementary proceeds of disposition for the 


transferred property, at the time the additional payment is received.1&2 


A price adjustment clause will neither negate, nor increase, the amount specified for 
purposes of section 191(4) with respect to Part VI.1 tax.188 Where a price adjustment clause 
applies in the context of a butterfly reorganization that relies on the exception in section 
55(3)(b), the clause may not prevent the application of section 55(2) where the pro rata 


distribution requirement is not met by virtue of the adjusted fair market value of the 


property.282 


In the case of the promissory note, or other non-share consideration, CRA accepts that a 
price adjustment clause may be implemented by adjusting the principal amount of the note, 
the issuance of additional non-share consideration, the cancellation of the note or the return 


of all or part of the non-share consideration.1/2 


FOOTNOTES 


155. see §§4.3.2, 3.3.2(a) and 4.1.4, respectively, for ss. 51(2), 85(1)(e.2) and 86(2). 


156CRA accepts that a price adjustment clause can operate to change the redemption amount of 
preferred shares, notwithstanding that the year in which the preferred shares were issued is 
statute barred. See Technical Interpretation, CRA Document 2011-0429991E5, dated May 24, 
2012. 


157CRA has indicated that its administrative position applies only in respect of two persons, and 
not in circumstances where a person is deemed to dispose of and reacquire a property from 
itself. See Technical Interpretation, CRA Document 9525957, dated January 5, 1996. 


158 pated November 26, 2015. 
159 Thi, at paragraph 1.5. 


160 Guilder News Co. (1963) v. Minister of National Revenue, 1972 CarswellNat 348, 1972 
CarswellNat 406, [1973] C.T.C. 1, 73 D.T.C. 5048 (Fed. C.A.). 


1611, Elias c. R., 1997 CarswellNat 48, 1997 CarswellNat 2557, (sub nom. Elias v. R.) [1998] 2 
C.T.C. 2373, 97 D.T.C. 1188 (Fr.) (T.C.C.), affirmed 2001 CarswellNat 2612, 2001 CarswellNat 
3144, (sub nom. Wagner v. R.) 2001 D.T.C. 5674 (Fr.) (Fed. C.A.), the Court similarly found a 
shareholder benefit despite a price adjustment clause on the basis that the parties did not 
intend to set the price of the transferred assets at their fair market value. 


162 Folio S4-F3-C1, supra note 158, paragraph 1.5. 
163 
Dated June 17, 1996, paragraph 26. 


164Round Table on Federal Taxation, 2007 APFF Conference, Q. 21, CRA Document 2007- 
0243251C6, dated October 5, 2007. CRA reaffirmed this position at the Round Table on 
Federal Taxation, 2011 APFF Conference, Q. 23, CRA Document 2011-0412111C6, dated 
October 7, 2011 and in Technical Interpretation, CRA Document 2012-043700117, dated May 
17, 2012. 


165 Folio S4-F3-C1, supra note 158, paragraph 1.6. See also Ministerial Letter, CRA Document 
91M05088, dated May 28, 1991, where CRA provides the following example of the difficulties 
attendant on a price adjustment clause that calls for the issuance or cancellation of shares: 
"where there has been an intervening transaction, such as a sale or redemption of the shares 
or a winding-up, amalgamation or reorganization of the issuer, between the date of issuance 
and the date that the adjustment clause takes effect, it might not be possible for additional 
shares of the same class to be issued or for shares that were issued on the transfer or 
exchange to be cancelled without payment." 


166se¢ §3.3.5 for a discussion of preferred shares in the context of the benefit rules in s. 85(1) 
(e.2), and in particular the issue of determining the fair market value of those shares. See also 
Round Table on Federal Taxation, 2008 APFF Conference, Q. 23, CRA Document 2008- 
0285241C6, dated October 10, 2008, for a summary of CRA's position on the value of 
preferred shares. 


167 Folio S4-F3-C1, supra note 158, paragraph 1.10. See also Technical Interpretation, CRA 
Document 2013-0507881E5, dated October 29, 2013 and CRA Document 9M18520, supra note 
165. 


168 Technical Interpretation, CRA Document 2016-0634551E5, dated May 4, 2016. 


169 Folio S4-F3-C1, supra note 158, paragraph 1.12. See Chapter 8 for a discussion of s. 55(2), and 
§8.4 for a discussion of s. 55(3)(b). 


170 Folio S4-F3-C1, supra note 158, paragraph 1.7. 


2019 Thomson Reuters Canada Limited 
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2.5 Affiliated Persons 


The concept of "affiliated persons" is relevant for most, but not all, of the stop-loss rules. In 
particular, sections 13(21.2), 14(12), 18(13) to (16), 40(2)(g)(i), and 40(3.3) to (3.6), 
discussed below, as well as the anti-avoidance rule in section 69(11), discussed above, all 
turn on the affiliated person concept. It is a narrower than the "related person" concept in 
section 251(2), which applied for these rules prior to 1995. 


The definition of “affiliated person" is contained in section 251.1(1), with secondary 
definitions and interpretive rules in sections 251.1(2) to (4). Of general importance for the 
determination of affiliation is section 251.1(4)(a), which provides that persons are 
considered to be affiliated with themselves, and section 251.1(4)(b), which provides that 
partnerships are considered to be persons, in each case for purposes of section 251.1. 


Also, under section 256(8)(d), where a taxpayer acquires a right referred to in section 251(5) 
(b) in respect of a share of a corporation and it can reasonably be concluded that one of the 
main purposes of the acquisition was to avoid the application of section 251.1, the taxpayer 
is deemed to be in the same position in relation to the control of the corporation as if it had 
exercised the right in determining whether the corporation is controlled by any person or 
group of persons for purposes of section 251.1. 
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2.5.1 Individuals 


Under section 251.1(1)(a), individuals are affiliated with each other only if they are spouses 
or common law partners. 
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2.5.2 Corporations 


Corporate affiliation turns primarily on the concept of control which, by virtue of the 
definition of "controlled" in section 251.1(3), means de jure or de facto control.+24 


Section 251.1(1)(b) provides that a corporation is affiliated with a person that controls the 
corporation, each member of an "affiliated group of persons" that controls the corporation 
and a spouse or common law partner of any such person. An "affiliated group of persons" is 
defined in section 251.1(3) as a group of persons, each member of which is affiliated with 
every other member. 


Under section 251.1(1)(b), a parent and subsidiary will be affiliated by virtue of the parent's 
control of the subsidiary. Section 251.1(1)(c) looks to the larger corporate group. Thus, two 
corporations will be affiliated if each is controlled by a person, and the person that controls 
one corporation is affiliated with the person that controls the other corporation. Since a 
person is considered to be affiliated with itself under section 251.1(4)(a), sister corporations 
under a single parent will be affiliated under this rule, as well as corporate "cousins" further 
down the chain. 


Similarly, where one corporation is controlled by a single person and the other is controlled 

by a group of persons, the corporations will be affiliated if each member of the group is 

affiliated with that person. Finally, if one corporation is controlled by a group of persons and 

the other corporation is also controlled by a group of persons, the corporations will be 

affiliated if each member of each group is affiliated with at least one member of the other 
172 


group.“ See §2.1.1(b) above for a discussion of group control. 

A similar test is applied under section 251.1(1)(d) to determine whether a corporation and a 
partnership are affiliated. Where a corporation is controlled by a group of persons, each 
member of which is affiliated with at least one member of a "majority-interest group of 
partners"!23 of the partnership, and each member of that majority-interest group of 
partners is affiliated with at least one member of the controlling group of the corporation, 
then the corporation and the partnership are affiliated. It is worth noting that section 
251.1(1)(d) applies only where the corporation is controlled by a group of persons. Thus, 
while a corporation controlled by Aco and Bco will be affiliated with a 50/50 partnership 
between Aco and Bco, a corporation controlled by Aco alone would not be affiliated with 


such a partnership under section 251 .1(1)(d).474 


Where a corporation is formed on the amalgamation of two or more predecessor 
corporations, the new corporation will be deemed under section 251.1(2) to have been 


affiliated with a predecessor corporation where they would have been affiliated immediately 
before the amalgamation if the new corporation existed at that time with its post- 
amalgamation shareholders. 


FOOTNOTES 


171 affiliation for purposes of s. 69(11), however, is determined without this definition, so that only 


de jure control is relevant for that provision. 


172See Technical Interpretation, CRA Document 2003-0040325, October 24, 2003 for a set of 
examples of the application of s. 251.1(1)(c). 


173 niscussed in §2.5.3 below. 


17416 however, Aco is a "“majority-interest partner" of the partnership, both Aco and the 
corporation would be affiliated with the partnership under section 251.1(1)(e), as discussed in 
§2.5.3 below. See Technical Interpretation, CRA Document 2013-0515651E5, dated January 15, 
2014. 
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2.5.3 Partnerships 


Under section 251.1(1)(e), a partnership is affiliated with a "majority-interest partner" of the 
partnership.t22 A majority-interest partner at any particular time is a taxpayer (which 


includes a partnership for these purposes) with a share at that time in more than one-half of 


the income of the partnership!© or more than one-half of the assets of the partnership on 


wind-up. The taxpayer's share of the partnership income or assets is determined as if the 
taxpayer held any share of the partnership held by any affiliated person. Thus, for example, 
if a taxpayer has no interest in a partnership but a person affiliated with the taxpayer is a 
majority-interest partner of the partnership, the taxpayer will also be considered a majority- 
interest partner of, and as such affiliated with, the partnership under section 251.1(1)(e). 


Two partnerships will be affiliated, under section 251.1(1)(f), if the same person is a 
majority-interest partner of both partnerships, if a majority-interest partner of one 
partnership is affiliated with each member of a majority-interest group of partners of the 
other partnership, or if each member of a majority-interest group of partners of one 
partnership is affiliated with at least one member of a majority-interest group of partners of 
the other partnership. 


A "majority-interest group of partners" is defined in section 251.1(3), under section (a) of the 
definition, as a group of partners such that if one partner held all of the partnership interests 
of the group, that partner would be a majority-interest partner of the partnership. Under 
section (b) of the definition, however, a group of partners will only be a majority-interest 
group of partners where, if any partner were removed from the group, the group would not 
be a majority-interest group of partners under section (a). Thus, if there are five partners of 
a partnership, each holding a 20% interest in the partnership, any group of three partners, 
but not more than three, will be a majority-interest group of partners. Any group of three 
partners will be a majority-interest group of partners, since that group collectively holds 
60% of the partnership. A group of more than three partners will not be a majority-interest 
group of partners, however, since if one member's interest were ignored, the rest of the 
group would remain a majority-interest group of partners.tZZ Unlike the definition of 
majority-interest partner, a person must be a partner of the partnership in order to be a 
member of a majority-interest group of partners. 


FOOTNOTES 


175 Defined in s. 248(1). 


1767The definition with respect to income entitlement is somewhat tortuous and as such is often 
misinterpreted. A person will be a majority-interest partner at a time if that person's share of 
the partnership's income for the last fiscal period of the partnership that ended before that 
time (or, if the relevant time is in the partnership's first fiscal period, the fiscal period that 
includes that time) would have exceeded half of the partnership's income for that period if the 
taxpayer had held throughout that period each interest in the partnership held by the taxpayer 
and any affiliated persons at that time. The definition looks to the partner's interest in the 
partnership at the time, but then requires that the interest be treated as if it were held 
throughout the last fiscal year. This is because a person will not have a share of income from 
the partnership under s. 96(1) except at the end of a partnership's fiscal year. The test does 
not look to the partner's actual entitlement at the end of the prior fiscal year (though the 
wording of the Department of Finance's 1998 Explanatory Notes might suggest this reading). 


177 the Department of Finance provides this example in the December 1997 Technical Notes. 
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2.5.4 Trusts 


Under section 251.1(1)(g), a person will be affiliated with a trust if the person is a "majority- 
interest beneficiary" of the trust or is affiliated with a majority-interest beneficiary of the 
trust, otherwise than by virtue of section 251.1(1)(g). Since section 251.1(1)(g) is 
disregarded in determining whether a person is affiliated with a majority-interest 
beneficiary of a trust, two trusts would not be affiliated by virtue of having the same 
majority-interest beneficiary. However, if Aco controlled Bco and Aco was a majority-interest 
beneficiary of a trust, Bco and the trust would be affiliated under section 251.1(1)(g) since 
Bco is affiliated with Aco, a majority-interest beneficiary of the trust, by virtue of section 
251.1(1)(a). 


As defined in section 251.1(3), a "majority-interest beneficiary" of a trust is, at any time, a 


person whose interest as a beneficiary, if any, at that time in the income or capital of the 
trust, together with the interests of all persons with whom the person is affiliated, has a 
value greater than 50% of the fair market value of all of such beneficiary interests in the 


trust.422 A person need not be a beneficiary of a trust in order to be a majority-interest 


beneficiary of the trust for purposes of the affiliated person rules.t82 The sole exception to 
this is found in section 251.1(4)(d)(iii), which provides that a trust cannot be a majority- 
interest beneficiary of another trust unless it is a beneficiary of that trust. 


Where a beneficiary's rights under a trust depend on the exercise or non-exercise of a 
discretionary power, section 251.1(4)(d)(i) deems the power to have been fully exercised or 
not exercised, as the case may be. Thus, in the case of a fully discretionary trust, each 
beneficiary of the trust will be deemed to have a 100% interest in the trust and as such will 


be a majority-interest beneficiary of the trust.184 


By virtue of section 251.1(4)(c), a reference to a trust in section 251.1 does not include a 
reference to the trustee or any other person who owns or controls the trust property. Thus, a 
trust will not necessarily be affiliated with its trustee, nor will two trusts be affiliated by 
virtue of having the same trustee. Also, a person will not be affiliated with a trust by virtue of 


being affiliated with the trustee of the trust.182 


Under section 251.1(1)(h), two trusts will be affiliated if a "contributor" to one trust is 


affiliated with a contributor to the other trust!82 and one of the following conditions is met: 
(i) a majority-interest beneficiary of one trust is affiliated with a majority-interest beneficiary 
of the other trust, (ii) a majority-interest beneficiary of one trust is affiliated with each 
member of a majority-interest group of beneficiaries of the other trust, or (iii) each member 
of a majority-interest group of beneficiaries of each trust is affiliated with at least one 


member of a majority-interest group of beneficiaries of the other trust. 


A "contributor" of a trust is defined in section 251.1(3) as a person who has directly or 
indirectly in any manner whatever made a loan or transfer of property to or for the benefit of 
the trust. A contributor does not, however, include a person who made a loan at a reasonable 
rate of interest or a transfer for fair market value consideration to the trust at a time when 
that person dealt at arm's length with the trust and who was not a majority-interest 
beneficiary of the trust immediately after the loan or transfer. Although a beneficiary under 
a trust is deemed under section 251(1)(b) not to deal at arm's length with the trust, section 
251.1(4)(d)(ii) provides that this rule is effectively disregarded for purposes of section 251.1. 
Thus a beneficiary can make a loan at a reasonable rate of interest or transfer property for 
fair market value consideration to a trust without becoming a contributor to the trust, 
provided the beneficiary is not a majority-interest beneficiary of the trust immediately after 
the loan or transfer. 


A majority-interest group of beneficiaries of a trust is defined in section 251.1(3) as, under 
section (a), a group of beneficiaries such that if one person held all of the beneficial interests 
of the group, that person would be a majority-interest beneficiary of the trust. Under section 
(b) of the definition, however, a group of beneficiaries will only be a majority-interest group 
of beneficiaries where, if any beneficiary were excluded from the group, the group would not 
be a majority-interest group of beneficiaries under section (a). As a result of the condition in 
section (b), two majority-interest beneficiaries cannot be part of a majority-interest group of 
beneficiaries, since removing one from the group would not cause the group not to be a 
majority-interest group of beneficiaries under section (a). Thus, in the case of a discretionary 
trust, where each beneficiary will be deemed to have a 100% interest in the trust by virtue of 
section 251.1(4)(d)(i), the beneficiaries of the trust cannot form a majority-interest group of 
beneficiaries of the trust. 


Unlike the definition of majority-interest beneficiary, a person must be a beneficiary of the 
trust in order to be a member of a majority-interest group of beneficiaries. In the May 2005 
Technical Notes to section 251.1(3), the Department of Finance indicates that only persons 
acting in concert are to be considered a group for these purposes. 


FOOTNOTES 


178 \ Beneficiary" is defined in s. 251.1(3) to include a person beneficially interested in the trust, 


which imports the rules in s. 248(25) concerning the meaning of "beneficially interested in a 
trust" for purposes of the Act. 


179 See Technical Interpretation, CRA document 2010-0359311I7, dated April 8, 2011 for an 
example of the application of this definition. 


180Round Table on Federal Taxation, APFF Conference, Q. 3, CRA Document 2014-0534841C6, 
dated October 10, 2014. 


181 c¢¢ the 2004 Department of Finance Technical Notes to s. 251.1(3). 


182.This rule, along with the various rules in s. 251.1 dealing with trusts, was introduced in 2005 
and applies for determining affiliation after March 22, 2004. It renders obsolete a number of 


administrative rulings based on the principle in s. 104(1) that a reference to a trust in the Act 
is generally a reference to a trustee. 


183 For purposes of determining whether contributors are affiliated, individuals that are connected 


by blood relationship, marriage, common-law partnership, or adoption are deemed by s. 
251.1(4)(d)(iv) to be affiliated with one another. 


2019 Thomson Reuters Canada Limited 
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2.6 Stop-Loss Rules 


Although gains arising on the transfer of property will generally give rise to immediate 
income for tax purposes, a deduction for losses arising on the transfer of property may be 
limited by other provisions of the Act. Separate, but similar, rules apply for non-depreciable 
capital property (sections 40(3.3) to (3.5) and 40(2)(g)(i)) and depreciable property (sections 
13(21.1), and (21.2)). Special rules apply for shares (sections 40(2)(h) and (i), 40(3.6), and 
112(3) to (7)) and for debts (sections 40(2)(d), (e.1), (e.2), and (g)(ii)), as well as for certain 
inventory (sections 18(13) to (1 5)) 184 Generally, the stop-loss rules will not apply on a 
transfer by a "foreign affiliate" of "excluded property" for purposes of computing that 
affiliate's "exempt surplus," "exempt deficit," "hybrid surplus", "hybrid deficit", "taxable 
surplus" or "taxable deficit." 


The consequences of the application of a stop-loss rule will generally fall into one of three 
categories: the transferor's loss is denied or reduced; the transferor's loss is denied and the 
unrealized loss becomes available to the affiliated transferee on the occurrence of a 
triggering event; and the transferor's loss is suspended, with the unrealized loss becoming 
available to the transferor on the occurrence of a triggering event. 


FOOTNOTES 


184 nis ss. 40(2)(g)(iii) and (iv), not discussed here, deny losses on the transfer of personal-use 
property and certain transfers to a trust governed by a deferred profit sharing plan, an 
employee profit sharing plan, a registered disability savings plan, a tax-free savings account or 
a registered retirement savings plan. 
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2.6.1 Non-Depreciable Capital Property 


The principal stop-loss rules regarding transfers of non-depreciable capital property are 
found in the loss suspension rules in sections 40(3.3) to (3.5) and the superficial loss rules in 
sections 40(2)(g)(i) and 54.485 Both rely on the concept of affiliation, and so generally limit 
the ability to trigger accrued capital losses on transfers between affiliated persons. The loss 
suspension rules apply only to a transferor that is a corporation, trust, or partnership, while 
the superficial loss rules are effectively limited to transfers by individuals. 


With the exception of section 40(3.6), which applies to share repurchases and redemptions, 
the other stop-loss rules that may apply in respect of non-depreciable capital property do not 
rely on the concept of affiliation, and so may apply where the relevant parties are not 
affiliated. 


FOOTNOTES 


185 section 40(3.3) is expressly limited to non-depreciable capital property. See Technical 
Interpretation, CRA Document 5-5905, dated June 23, 1988 regarding s. 40(2)(g)(i). 
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(a) Suspended Losses: Section 40(3.4) 


Generally, section 40(3.4) applies to suspend capital losses in the hands of the transferor on 
transfers of property to affiliated persons, and to release the loss when the property is 
transferred outside of the affiliated group. The conditions for the application of section 
40(3.4) are set out in section 40(3.3). Subject to certain exceptions, section 40(3.4) will 
apply where: (a) a corporation, trust or partnership disposes of non-depreciable capital 
property, (b) during the period that begins 30 days before and ends 30 days after the 
disposition, the transferor or a person affiliated with the transferor acquires property that is, 
or is identical to, the property (the "substituted property"), and (c) at the end of the period, 
the transferor or a person affiliated with the transferor holds the substituted property.18& 
Section 40(3.4) does not apply for purposes of computing the exempt, hybrid or taxable 
surplus or deficit account of a foreign affiliate in respect of a transfer by the affiliate, or a 
partnership of which the affiliate is a member, of "excluded property" as defined in section 
95(1). Also, certain deemed dispositions will not attract the application of section 40(3.4). 
These are set out primarily in sections (c) to (g) of the definition of "superficial loss" in 
section 54, which are incorporated by reference into section 40(3.3)(a). The principal 
exceptions are as follows:182 

(1) a deemed disposition as a result of a change of use of the property under section 

45(1); 


(2) adeemed disposition in respect of a bad debt or shares of a bankrupt or insolvent 
corporation on an election under section 50(1); 


(3) adeemed disposition on emigration under section 128.1; 
(4) the expiry of an option; 
(5) a disposition of a debt to which section 40(2)(e.1) applies; 


(6) a disposition by a taxpayer that was subject to a loss restriction event within 30 
days after the disposition;188 


(7) a disposition by a person that became or ceased to be exempt from tax within 30 
days after the disposition; and 


(8) a deemed disposition of property of a corporation under section 69(5) on a 
taxable winding-up of the corporation.182 


Applied technically, these provisions can lead to some odd results. For example, if a person 
acquires 100 shares of XYZ Co. on January 1 and sells 99 of those shares on January 31 of the 
same year, sections 40(3.3) and (3.4) will apply to deem the full amount of the loss to be 
suspended. This is because the person has disposed of a property (the 99 shares of XYZ Co.), 
has acquired a property that is, or is identical to the property (the one remaining share of 
XYZ Co.) during the period that begins 30 days before and ends 30 days after the disposition 
and holds that property at the end of the period. CRA has acknowledged that this is not an 
appropriate result, and has therefore indicated that in such circumstances it will apply the 


following formula to determine the amount of the loss:122 


Denied loss = least of S, P and B x loss otherwise determined 
S 


where: 
S = number of identical properties disposed of 
P = number of identical properties bought in the 61-day period 
B = number of identical properties left at the end of the period 


Thus, in the above example, if a $100,000 loss was realized on the shares, 1/99 of the loss, or 
$1,010 would be denied under this formula. It should be noted, however, that this formula 
will not always produce the most reasonable results. If, for example, the person sold half of 
the shares and retained the other half at the end of the period, the full amount of the loss 
would be denied. 


CRA will apply the same formula where there have been multiple purchases of identical 
property.+2 In the context of the superficial loss rules, CRA has indicated that in the event 
of multiple purchases and dispositions of identical property within a given period, the 
taxpayer will be entitled to consider the superficial loss to be the loss incurred on any 
particular properties, or the average of the losses incurred on all of the affected dispositions, 
multiplied by the relevant factor.122 For example, if a taxpayer held 50 shares, sold 20 at a 
loss and reacquired 15 in the relevant period, the taxpayer can either look to the loss on any 
15 shares or multiply the average loss per share by 15 to determine the superficial loss. This 
position would presumably also apply for losses suspended under section 40(3.4). 


CRA has indicated that it will not apply section 40(3.4) or the superficial loss rules to a 
foreign exchange loss realized by a person on the disposition of foreign currency, on the 
basis that such a loss could be suspended indefinitely, since any additional currency 


acquired by the person or any affiliated person could be considered identical property.122 


Neither section 40(3.4) nor the superficial loss rules will apply to a foreign exchange loss 
made by a debtor under section 39(2) on the repayment of a debt, since the repayment does 


not, in and of itself, constitute a disposition of property by the debtor.1%4 


CRA has expressed the view that the dividend stop-loss rules in sections 100(4) and 93(2.2), 
which can apply in respect of a capital loss realized on a disposition of a partnership interest, 


apply before the loss suspension rule in section 40(3.4), so that only any loss remaining after 
the application of these rules will be suspended.122 


Where section 40(3.4) applies, the transferor's loss from the disposition is deemed to be nil 
but suspended in the hands of the transferor. The transferor will be entitled to recognize the 
loss immediately before the first to occur of the following triggering events: 


(1) the beginning of a 30-day period throughout which neither the transferor nor a 
person affiliated with the transferor owns the substituted property or a property 
identical to the substituted property acquired in the 30 days before this period 


begins (section 40(3.4)(b)(i));22& 


(2) the emigration of the transferor or on the transferor becoming a tax exempt for 
purposes of the deemed disposition rules in sections 128.1 and 149(10), respectively 
(section 40(3.4)(b)(ii)); 


(3) the transferor is subject to a loss restriction event (section 40(3.4)(b)(iii)); 


(4) a deemed disposition of the substituted property by the transferor or an affiliated 
person under section 50 (section 40(3.4)(b)(iv)); 


(5) where the transferor is a corporation, for purposes of computing the transferor's 
"foreign accrual property income", or "FAPI", or its exempt, hybrid or taxable 
surplus or deficit, the commencement of the winding-up of the transferor unless the 
winding-up is a "qualifying liquidation and dissolution" within the meaning of section 
88(3.1) or a "designated liquidation and dissolution" within the meaning of section 
95(1) (section 40(3.4)(b)(v)(A)); or 


(6) where the transferor is a corporation, for any purposes other than computing the 
transferor's FAPI or surplus or deficit balances, the commencement of the winding- 
up of the transferor, other than under section 88(1) (section 40(3.4)(b)(v)(B)). 


Section 40(3.4) also provides that, for purposes of the triggering events, a partnership that 
ceases to exist after the initial disposition is deemed not to have ceased to exist and each 
partner of the partnership at the time that it ceased to exist is deemed to remain a partner of 
the partnership. This deemed continuation of the partnership continues until the occurrence 
of the first triggering event. 


FOOTNOTES 


186 The concept of identical property, which (although referred to as "substituted property" in ss. 
40(3.3) and (3.4)) should not be confused with substituted property under s. 248(5), is 
discussed in §2.6.1(c) below. 


187A deemed disposition on the death of an individual under s. 70 is also excluded under the 
definition of "superficial loss," as are deemed dispositions under ss. 48 (the predecessor to the 
emigration rule in ss. 128.1), 104(4) (21-year rule for trusts), 132.2(3)(a) and (c) (regarding a 
disposition by a mutual fund in a qualifying exchange), 138(11.3) (regarding certain property 
of a Canadian resident life insurer that carries on an insurance business in Canada and ina 
country outside of Canada), 138.2(4) (regarding the merger of segregated funds), 142.5(2) 
(regarding mark-to-market property of a financial institution), 142.6 (on becoming or ceasing 
to be a financial institution), 144(4.1) or (4.2) (on an elective disposition by an employee profit 
sharing plan) and 149(10) (on becoming or ceasing to be a tax-exempt corporation). Also, s. 
40(3.61) provides a general exception to the stop-loss rules in ss. 40(3.4) to (3.6), where an 
estate's capital loss is treated as the deceased's loss by virtue of an election under s. 164(6). 


188 s¢¢ chapter 11 for a discussion of loss restriction events. 


189 This last exception is found in s. 69(5)(d) for suspended losses and in s. (h) of the definition of 
superficial losses for superficial losses. 


190 This administrative position applies both for s. 40(3.3) and for the superficial loss rules. See 
Technical Interpretation, CRA Document 2014-0529731E5, dated July 2, 2014, Technical 
Interpretation, CRA Document 2002-0176785, dated January 14, 2003, Technical 
Interpretation, CRA Document 2001-0088155, dated July 4, 2001, and _ Technical 
Interpretation, CRA Document 9203795, dated March 17, 1992. It does not, however, apply for 
purposes of s. 40(3.4)(b), meaning that a capital loss denied under s. 40(3.4)(a) cannot be 
claimed when the transferor or an affiliated party subsequently disposes of a portion of the 
substituted property. Technical Interpretation, CRA Document 2011-0399611E5, dated 
October 6, 2011. 


191 ce¢ Technical Interpretation, CRA Document 2005-0150811E5, dated November 30, 2005, 
Technical Interpretation, CRA Document 2004-0073011E5, dated September 22, 2004 and 
Technical Interpretation, CRA Document 2002-0178505, dated January 15, 2003. In CRA 
Document 2005-0150811E5, CRA appears to indicate that there must be a secondary purchase 
of identical property in order for the stop-loss rules to apply. It is not clear whether this 
position is taken in response to a particular (and undisclosed) inquiry or whether this 
represents a change in policy from the earlier statements, where a single purchase, as in the 
example, was sufficient. 


192 thterpretation Bulletin IT-456R, dated July 9, 1990, paragraph 12. 
193-Technical Interpretation, CRA Document 2008-028011117, dated January 6, 2009. 


194 Technical Interpretation, CRA Document 2003-0051915, dated December 19, 2003, and 
Technical Interpretation, CRA Document 9818605, dated November 26, 1998. 


195 Technical Interpretation, CRA Document 2009-031543117, dated November 12, 2009. 


196 ce¢ Technical Interpretation, CRA Document 2003-0002915, dated March 18, 2003, 
concerning the ordering of the disposition of identical properties for purposes of s. 40(3.4)(b) 


(i). 
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(b) Superficial Losses: Section 40(2)(g) (i) 


The definition of superficial loss in section 54 is largely identical to the language relating to 
suspended losses in section 40(3.3). A superficial loss is a capital loss of a taxpayer where 
during the period that begins 30 days before and ends 30 days after the disposition, the 
taxpayer or a person affiliated with the taxpayer acquired property that is, or is identical to, 
the property (the "substituted property") and at the end of the period the taxpayer or an 
affiliated person owns or has a right to acquire the substituted property. Losses realized on 
certain dispositions will not be superficial losses. The exceptions are as set out in §2.6.1(a) 
above in respect of suspended losses under section 40(3.4). As with section 40(3.4), section 
40(2)(g) does not apply for purposes of computing the exempt, hybrid or taxable surplus or 
deficit account of a foreign affiliate in respect of a transfer by the affiliate, or a partnership 
of which the affiliate is a member, of "excluded property" as defined in section 95(1). Finally, 
a loss realized on a disposition to which section 40(3.4) applies will not be a superficial 
loss.422 Thus, since section 40(3.4) applies to corporations, trusts, and partnerships, the 
superficial loss rules are generally limited to dispositions by individuals. 


The considerations concerning the application of the superficial loss rules to partial 
dispositions and foreign exchange gains are as discussed above in §2.6.1(a) with respect to 
sections 40(3.3) and (3.4). 


While a loss to which section 40(3.4) applies is suspended in the hands of the transferor, the 
superficial loss rules provide an opportunity to transfer unrealized losses between affiliated 
persons. Under section 40(2)(g)(i), a superficial loss of a person is deemed to be nil. Under 
section 53(1)(f), the amount of the superficial loss is added to the adjusted cost base of the 
substituted property acquired by the person or an affiliated person, as the case may be. 
Where the substituted property is a share, the amount added to the adjusted cost base is 


reduced by any applicable loss reduction under section 112(3), (3.1), or (3.2),198 


Where the acquiror of the substituted property is the transferor, the transferor will as a 
result of the increase to the adjusted cost base of the substituted property in section 53(1)(f) 
have a suspended loss not unlike that under section 40(3.4) (albeit without the triggering 
event rules in section 40(3.4)(b)), and will be entitled to realize the loss on the disposition of 
the substituted property to an unaffiliated person. If the acquiror is a person other than the 
transferor, that person will acquire the unrealized loss along with the property. Thus, for 
example, an individual holding property with an accrued but unrealized loss transfers the 
property to an affiliated corporation, which holds the property for an additional 30 days. The 
loss would be denied under section 40(2)(g)(i), and the corporation's adjusted cost base in 


the property would be increased by the amount of the denied loss. On a subsequent 
disposition of the property by the corporation, the corporation would realize the loss, subject 
to the application of the stop-loss rules in respect of that disposition, as well as the general 
anti-avoidance rule.122 If, however, the corporation were to dispose of the property to an 
unaffiliated person prior to the expiry of the 30-day period, the loss would remain with the 
individual. 


CRA has indicated that where an individual transfers shares of a corporation (Opco) to an 
affiliated corporation (Holdco) and Opco is wound up within 30 days of the transfer, any loss 
realized on the transfer will not be a superficial loss provided that the Holdco shares do not 
constitute identical property.222 This would not be the result if the transferor was a 
corporation, since such a transfer would be governed by section 40(3.4) and, as discussed 
below, section 40(3.5)(c)(ii) would deem Holdco to own the Opco shares for purposes of 
sections 40(3.3) and (3.4) while it remained affiliated with the transferor. 


FOOTNOTES 


197 By virtue of s. (h) of the definition of superficial loss. This provision also refers to dispositions 
to which s. 69(5) applies, which is dealt with in s. 69(5)(d) for s. 40(3.4). 


198 iscussed in §2.6.4 below. 


199 Se¢ Technical Interpretation, CRA Document 2003-00175075, dated May 27, 2003, and 
Technical Interpretation, CRA Document 2001-0100155, January 7, 2002, which concern 
transfers between spouses. 


200 Technical Interpretation, CRA Document 2014-0518561E5, July 7, 2014. 
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(c) Identical Property 


In Interpretation Bulletin IT-387R2,221 CRA indicates that identical properties are 
properties that are the same in all material respects, so that a prospective buyer would not 
have a preference for one as opposed to another.222 For these purposes, CRA looks to the 
constituent elements of a property, and not external conditions to which one or another 
identical property may be subject, such as a charge or sales restrictions, that may affect its 
price.223 For example, CRA has indicated that index-based mutual funds from different 
financial institutions that track the same stock index will generally be considered identical 


properties.224 A new U.S. treasury bill and a mature U.S. treasury bill will not, however, 
generally be considered identical property,22°2 nor will partnership units in a Delaware 
limited partnership and shares of a Delaware limited liability company.22& 


Under section 248(12), a debt obligation of a corporation will be deemed to be identical to 
another debt obligation of that corporation if both are identical in all rights, except in regard 
to principal amount. 


Property may be deemed to be identical property. While there is some overlap, different 
deeming rules apply for purposes of suspended losses and for superficial losses. The 
deeming rules for suspended losses are contained in section 40(3.5), and the deeming rules 
for superficial losses are contained in sections (i) and (j) of the definition of superficial loss in 
section 54. 


Under section 40(3.5)(a), in the case of suspended losses, and section (i) of the definition of 
superficial loss, a right to acquire property (other than a security right derived from a 
mortgage, agreement for sale or similar obligation) is deemed to be a property identical to 
that property. In the case of stock options, CRA has indicated that two stock options to 
acquire the same stock of a corporation, but with different exercise prices or difference 
exercise dates, may not be identical properties on the basis that a prospective buyer would 
have a preference for acquiring one rather than the other, because of the different features 
of the two options.227 

In 10737 Newfoundland Ltd. v. R.,228 Rip CJ considered whether an exchangeable share 
constituted property identical to the property for which it could be exchanged on the basis 
that it constituted a right to acquire that property within the meaning of section 40(3.5)(a). 
The taxpayer held shares of a Canadian corporation, Newbridge, that were exchangeable for 
American Depository Shares, or ADSs, of its French parent, Alcatel. The Newbridge 


exchangeable shares were intended to be economically equivalent to Alcatel ADSs, and so, 
while its holders were not entitled to vote the exchangeable shares, holders were entitled to 
matching dividends as well as any necessary modifications in the event of a stock split or 
other change in the capital of Alcatel in order to maintain this economic equivalence. The 
taxpayer exercised its exchange right, received Alcatel ADSs with a fair market value that 
was less than its adjusted cost base in the exchanged shares and retained the ADSs for more 
than 30 days. The minister sought to deny the loss under section 40(3.4), arguing that, given 
the exchange right, the exchangeable shares were deemed to be identical to the ADSs by 


virtue of section 40(3.5)(a).292 


The Court rejected the minister's arguments, on the basis that, as is well established in the 
jurisprudence, a share is a bundle of interrelated rights and liabilities that cannot be 
parcelled out or made subservient to any particular right. The exchange right was only one 
of many rights attached to the exchangeable share: "To say that the taxpayer disposed of ‘a 
right to acquire' Alcatel ADSs, ignoring that this right was attached to the Exchangeable 
Shares, would amount to a recharacterization of the legal relationship between the 
appellant as a shareholder of Newbridge and Newbridge itself."212 

Under section 40(3.5)(b.1), in the case of suspended losses, and section (j) of the definition 
of superficial loss, a share of a SIFT wind-up corporation in respect of a SIFT wind-up entity 
is deemed to be property that is identical to equity in the SIFT wind-up entity if the share is 


acquired before 2013.21 


Sections 40(3.5)(b), (c), and (d) contain additional rules deeming property to be identical 
property for purposes of the suspended loss rules in sections 40(3.3) and (3.4). No parallel 
deeming rules exist for the superficial loss rules. 


Section 40(3.5)(b) provides that a share acquired for another share on an exchange under 

section 51, 86, or 87 is deemed to be property that is identical to that other share. In 

addition, a share received on a section 85.1 exchange is deemed to be identical to the 

exchanged share where section 40(3.4) applied to a prior disposition of the exchanged share 

and none of the triggering events in section 40(3.4)(b) has occurred in respect of the prior 
212 


disposition.4+~+ 

Section 40(3.5)(c) provides that where there has been a disposition of a share of a 
corporation to which sections 40(3.3) and (3.4) apply, and after the disposition that 
corporation merges with one or more other corporations (other than in a transaction to 
which section 40(3.5)(b) applies) or is wound up into another corporation under section 
88(1), the corporation formed on the amalgamation or the parent, as the case may be, is 
deemed to own the share while it is affiliated with the transferor. In Cascades Inc. c. R.,243 
the Tax Court understood section 40(3.5)(c) to apply only where sections 40(3.3) and (3.4) 
apply independently of section 40(3.5)(c).244 Thus, where the merger or wind-up occurs 
prior to the end of the 61-day period, so that the substituted property does not exist at the 
end of that period and as such is not owned by an affiliated person, the transferor would be 
entitled to claim the loss. The Federal Court of Appeal2!2 rejected this reading of section 
40(3.5)(c). All that is necessary in order for section 40(3.5)(c) to apply is a disposition of a 
share of a corporation to an affiliated person, followed by a specified merger or wind-up of 
the corporation with or into another corporation. The Court held that, if these conditions are 


met, section 40(3.5)(c) applies to deem the corporation formed on the merger, or the parent, 
to own the share while it is affiliated with the transferor.21& 


Section 40(3.5)(c) also applies to a liquidation or dissolution of a foreign affiliate of a 
taxpayer that is a "qualifying liquidation and dissolution" as defined in section 88(3.1) or a 
"designated liquidation and dissolution" as defined in section 95(1) for purposes of 
computing the transferor's FAPI and its exempt, hybrid or taxable surplus or deficit account. 


Section 40(3.5)(d) contains a similar rule to that in section 40(3.5)(c). Where there has been 
a disposition of a share of a corporation to which sections 40(3.3) and (3.4) apply, and after 
the disposition that corporation redeems, acquires or cancels that share (otherwise than in a 
transaction to which section 40(3.5)(b) or (c) applies), the transferor is deemed to own the 
share while the corporation is affiliated with the transferor. 


FOOTNOTES 


201 Dated July 14, 1989, revised September 12, 2002. 


202 mid. at paragraph 1. Although s. 40(3.3) and the definition of superficial loss use the term 
"substituted property" to refer to the transferred property and any identical property, the 
deeming rule in s. 248(5) for what qualifies as a property substituted for another property 
should not apply for purposes of these rules. 


203 Tid, at paragraphs 3 and 6. 

204 Technical Interpretation, CRA Document 2001-0080385, dated November 22, 2001. 
205 Technical Interpretation, CRA Document 2010-0353291E5, dated January 19, 2011. 
206 Technical Interpretation, CRA Document 2015-058879117, dated February 3, 2016. 
207 Technical Interpretation, CRA Document 2008-0284441C6, dated October 10, 2008. 


208 10737 Newfoundland Ltd. v. R., 2011 CarswellNat 2415, 2011 CarswellNat 4033, [2011] 6 
C.T.C. 2141, 2011 D.T.C. 1255 (Eng.) (T.-C.C. [General Procedure]). 


209 Se¢ Technical Interpretation, CRA Document 2001-0080385, supra note 204, where CRA 


makes a similar argument. 
210 
Supra note 208 at paragraph 42. 
211 The various SIFT, or specified investment flow-through, definitions can be found in s. 248(1). 


212 Section 85.1 is treated differently from the other rollover rules to take into account the fact 
that s. 85.1(1) expressly permits a taxpayer to realize a loss on the exchange. See the 
Department of Finance Technical Notes for the October 24, 2012 amendments to s. 40(3.5). 


213 Cascades Inc. c. R., 2007 CarswellNat 4288, 2007 CarswellNat 4992, [2008] 5 C.T.C. 2153, 
(sub nom. Cascades Inc. v. R.) 2008 D.T.C. 2387 (Eng.), 2008 D.T.C. 2191 (Fr.) (I.C.C. [General 
Procedure]), reversed 2009 CarswellNat 2187, 2009 CarswellNat 1096, [2010] 1 C.T.C. 1, (sub 
nom. R. v. Cascades Inc.) 2009 D.T-.C. 5139 (Eng.), 2009 D.T-C. 5093 (Fr.) (F.C.A.). 


214 The Tax Court took the same view of s. 40(3.5)(d), which contains the same opening language. 


215 Cascades Inc. c. R., 2009 FCA 135, 2009 CarswellNat 2187, 2009 CarswellNat 1096, [2010] 1 
C.T.C. 1, (sub nom. R. v. Cascades Inc.) 2009 D.T.C. 5139 (Eng.), 2009 D.T.C. 5093 (Fr.) (F.C.A.). 


216This is consistent with CRA's prior views. See Round Table on Federal Taxation, APFF 
Conference, CRA Document 2005-0141191C6, dated October 7, 2005, and Technical 
Interpretation, CRA Document 2003-0182977, dated March 14, 2003. 
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(d) Repurchase or Redemption of Shares: Section 40(3.6) 


Section 40(3.6) applies where a taxpayer disposes of a share (other than a "distress 
preferred share")217 of a corporation to that corporation and the taxpayer and the 
corporation are affiliated immediately after the disposition. Section 84(9) provides, for 
greater certainty, that a redemption, acquisition or cancellation of a share of a corporation 
by the corporation is deemed to be a disposition of the share by the shareholder to the 
corporation. Section 40(3.6) does not apply for purposes of computing the exempt, hybrid or 
taxable surplus or deficit account of a foreign affiliate in respect of a transfer by the affiliate, 
or a partnership of which the affiliate is a member, of "excluded property" as defined in 
section 95(1). In addition, section 40(3.6) will not apply in respect of a capital loss realized 
by an estate in its first taxation year where the loss is treated as the deceased's loss by virtue 
of an election under s. 164(6). 


Where section 40(3.6) applies, any loss on the disposition is deemed to be nil and the amount 
of the loss (determined without reference to sections 40(2)(g) and 40(3.6)) is added to the 
taxpayer's adjusted cost base of any other shares of the corporation held by the taxpayer 


immediately after the disposition.2/8 The adjusted cost base increase is allocated among the 
remaining shares, if any, in proportion to the relative fair market value of the shares. If the 
taxpayer does not hold any shares of the corporation after the disposition (for example, in a 
situation of de facto control or where the taxpayer and the corporation are sister 


companies), the loss will simply be denied.2!2 


Section 40(3.6) can apply on a repurchase of shares at cost but for an amount in excess of 
the paid-up capital in respect of the shares. For example, a taxpayer holds redeemable 
preferred shares of a corporation with an adjusted cost base and a redemption value of $100 
and a paid-up capital of $10. The corporation redeems the shares, giving rise to a deemed 
dividend under section 84(3) of $90 and proceeds of disposition (by virtue of section (j) of 
that definition in section 54) of $10. If the corporation is affiliated with the taxpayer after the 
redemption, the resulting $90 loss would be denied notwithstanding the fact that the 
dividend was included in the taxpayer's income. In CRA's view, whether the loss will be 
added to the taxpayer's adjusted cost base of any remaining shares will depend on whether 
section 112(3) would also apply to reduce the loss by the amount of the dividend.222 This is 
because section 40(3.6)(b) provides that the amount to be added to the adjusted cost base is 
the amount of the loss from the disposition as determined without reference to sections 
40(2)(g) and 40(3.6) and so, implicitly, after applying section 112(3). Thus, for example, if an 
election was made under section 83(2) to treat the section 84(3) deemed dividend as a 


capital dividend, or the taxpayer is a corporation and the dividend was deductible under 
section 112(1) or 115(1), the loss may simply be denied with no addition to the adjusted cost 
base. See section 112(3) below at §2.6.4. 


Section 40(3.6) will not apply to deny a loss realized on a deemed disposition of a share by a 
taxpayer on an election under section 50(1), since section 50(1) does not deem the taxpayer 
221 


to have disposed of the shares to the issuing corporation.<=— 

By virtue of section 69(5)(d), where property of a corporation has been appropriated to a 
shareholder on the wind-up of a corporation, section 40(3.6) will not apply in respect of any 
property disposed of on the winding-up.222 Thus, where feasible, the application of section 
40(3.6) (as well as sections 40(3.4) and 40(2)(g)(i)) can be avoided by way of a taxable wind- 
up of a corporation. 


FOOTNOTES 


217 Distress preferred share" is defined in s. 80(1), and generally includes a redeemable or 
retractable share of a Canadian resident corporation issued after February 21, 1994, as part of 
a bankruptcy proposal or arrangement, at a time when its assets were under the control of a 
receiver in bankruptcy or in exchange or substitution for an obligation in respect of which it, 
or a non-arm's length corporation, was in default, and the proceeds from the issuance are used 
to finance the corporation's, or a non-arm's length corporation's, business in Canada. 


218 The adjusted cost base addition arises under ss. 46(3.6)(b) and 53(1)(f.2). CRA has indicated 
that it will not extend its administrative practice, discussed in §2.6.1(a) above, relating to 
suspended and superficial losses set out in CRA Document 2001-0088155, supra note 
(whereunder the amount of the loss is calculated by reference to an algebraic formula), to s. 
40(3.6). See Technical Interpretation, CRA Document 2002-0161447, dated November 14, 
2002. 


219 Technical Interpretation, CRA Document 1999-0010805, dated February 21, 2000. 


220Technical Interpretation, CRA Document 2003-0035135, dated September 18, 2003, and 
Advance Income Tax Ruling, CRA Document 2000-0059543, dated January 1, 2000. 


221 Se¢ Technical Interpretation, CRA Document 2008-0274451E5, dated August 13, 2008. 


222While s. 69(5) would not apply on the wind-up of a foreign affiliate into its Canadian parent, by 
virtue of s. 88(3), s. 40(3.6) should not apply to deny a loss on the shares in any case since the 


parent and the affiliate should not be affiliated immediately after the disposition of the affiliate 
shares. See Technical Interpretation, CRA Document 2014-05604211I7, dated January 12, 2015. 
That said, any resulting loss on the shares would be deemed to be nil if the wind-up was a 
"qualifying liquidation and distribution", by virtue of s. 88(3)(e). 
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(e) Shares of a Controlled Corporation: Section 40(2)(h) 


Section 40(2)(h) is intended to prevent the double-counting of losses in certain 
circumstances where the stop-loss rules have previously applied within a corporate group. 
Section 40(2)(h) applies where: 


(1) a corporate taxpayer disposes of shares of another corporation at a loss (the 
"controlled corporation"); 


(2) the controlled corporation was controlled, de jure or de facto, by the taxpayer at 
any time in the taxation year of the disposition; 


(3) the controlled corporation disposed of a property to a related corporation at a 
time when the controlled corporation was controlled by the corporate taxpayer; 


(4) the stop-loss rule in section 40(2)(e.1) applied to the disposition of the 


property,222 and an amount was added to the adjusted cost base of the property to 
the related corporation under section 53(1)(f£.1); and 


(5) an amount of the loss realized on the disposition of the property can reasonably 


be attributed to losses that accrued on the property during the period while the 


controlled corporation was controlled by the taxpayer.224 


Where section 40(2)(h) applies, the loss, otherwise determined, realized by the corporate 
taxpayer on the disposition of the shares of the controlled corporation is reduced by the 
amount referred to in (5) above, less any previous reductions under section 40(2)(h). 


FOOTNOTES 


2236, if the disposition occurred prior to April 26, 1995, former s. 40(2)(e) or 85(4)(a) applied to 
the disposition. Section 40(2)(e.1) concerns the disposition of related party debt to a related 
person. See §2.6.1(h) below. 


224See 729658 Alberta Ltd. v. R., 2004 CarswellNat 7145, 2004 CarswellNat 2010, [2004] 4 C.T.C. 


2261, 2004 D.T.C. 2909 (T.C.C. [General Procedure]) regarding the meaning of the phrase 
"reasonably be attributed to" in the context of s. 55(2). 
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(f) Prescribed Shares: Section 40(2) (i) 


Section 40(2)(i) applies on the disposition of a share of a prescribed venture capital 
corporation, a prescribed labour-sponsored venture capital corporation or a share of a 
taxable Canadian corporation that was held in a prescribed stock savings plan.225 It will also 
apply on a disposition of a property substituted for such a share. Under section 248(5), a 
share received as a stock dividend on another share is deemed to be property substituted for 
that other share. 


Where section 40(2)(i) applies to a disposition, any loss, otherwise determined, realized on 
the disposition is reduced by the amount of any "prescribed assistance" that the taxpayer (or 
a person who does not deal at arm's length with the taxpayer) received or is entitled to 
receive in respect of the share, less any previous reductions under section 40(2)(i) in respect 
of the disposition by the taxpayer or a person with whom the taxpayer was not dealing at 
arm's length of the share or a substituted property. Prescribed assistance is defined in 
section 6702 of the Regulations, and generally consists of various forms of governmental 
assistance and tax credits available in connection with the acquisition of such shares. 
Section 40(2)(i) provides an alternate regime to that for governmental assistance provided 
in respect of property amounts generally, which are deducted from the adjusted cost base of 


the property under section 53(2)(k).228 


FOOTNOTES 


225, prescribed stock savings plan is defined in s. 6705 of the Regulations, and refers to certain 
provincial statutory stock savings plans. 


226Se¢@ Technical Interpretation, CRA Document 2005-0153771E5, dated May 29, 2006 for a 
general discussion of the treatment of government assistance, including under ss. 40(2)(i) and 
53(2)(k). 
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(g) Certain Bonds and Debentures: Section 40(2)(d) 


Section 40(2)(d) reduces a taxpayer's loss from the disposition of a bond or debenture by the 
amount of interest received thereon but not included in income by virtue of section 81(1)(m). 
Section 81(1)(m) concerns interest received by a Canadian resident corporation on an 
obligation received by the corporation as consideration for the disposition before June 18, 
1971, of a public utility or public service business carried on in a foreign country, or all of the 
shares and debts of a corporation carrying on such a business, to a person resident in that 
country and issued or guaranteed by the government of that country. 
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(h) Related-Party Debt: Section 40(2)(e.1) 


Under section 40(2)(e.1), a taxpayer's loss from the disposition of a debt obligation will be 
deemed to be nil when the taxpayer, the transferor, and the debtor are related immediately 
after the transfer. The provision applies to both persons and partnerships.222 Section 40(2) 
(e.1) does not apply for purposes of computing the exempt, hybrid or taxable surplus or 
deficit account of a foreign affiliate in respect of a transfer of "excluded property" as defined 
in section 95(1). 


The deeming rules in section 80(2)(j) are applicable in determining whether the parties are 
related for purposes of section A0(2)(e.1).228 Thus, for purposes of the determination, each 
partnership and trust is treated as a corporation with an outstanding share capital of 100 
voting common shares, and each member of a partnership and each beneficiary of a trust is 
deemed to own a number of shares equal to the fair market value of its interest in the entity 
relative to the fair value of all of the interests in the entity. In the case of a discretionary 
trust, a beneficiary is deemed to hold a 100% interest in the trust, unless the beneficiary is 
not entitled to receive or otherwise obtain the use of any income or capital from the trust 
before the death of one or more other beneficiaries under the trust, in which case the 
beneficiary is deemed to hold a nil interest in the trust. 


The amount of a loss disallowed under section 40(2)(e.1) may be added to the transferee's 
adjusted cost base of the debt. Where the transferee and the transferor are taxable 
Canadian corporations, the addition to the adjusted cost base occurs under section 53(1) 
(f.1).222 Where section 53(1)(£.1) does not apply and the transferor is an "eligible Canadian 
partnership" or a person other than a non-resident or a tax exempt, the addition to the 
adjusted cost base occurs under section 53(1)(f11). An eligible Canadian partnership is 
defined in section 80(1) as a partnership of which all of the members are resident in Canada 
and none of the members are a non-resident owned investment corporation, a tax exempt, a 
partnership other than an eligible Canadian partnership, or a trust other than a trust in 
which no non-resident person, no tax exempt, and no partnership other than an eligible 
Canadian partnership is beneficially interested. 


While the Act is silent on the matter, CRA has indicated that the addition to the purchaser's 
adjusted cost base is available where both sections 40(2)(e.1) and 40(2)(g)(ii) apply to the 


same disposition.222 


FOOTNOTES 


227 This is expressly stated for the transferee and the debtor. The transferor is referred to as a 


"taxpayer," which should include a partnership. See Deptuck, supra note 112. 


2281y the 1995 Explanatory Notes to s. 40(2)(e.1), the Department of Finance indicates that s. 
40(2)(e.1) is intended to provide balanced treatment between debtors, under the debt parking 
rules in s. 80.01, and creditors under the stop-loss rules. 


229 Section 53(1)(£1) can be used to reset the cost base on devalued debt within a corporate group 
without triggering debt forgiveness by transferring the debt to a new subsidiary of the debtor, 
which will acquire the debt with an adjusted cost base equal to the principal amount of the 
debt, followed by a wind-up of the new subsidiary and an election under s. 80.01(4). See 
Technical Interpretation, CRA Document 2004-0081691R3, dated September 15, 2004, and 
Advance Tax Ruling ATR-66, dated April 20, 1995. 


230 \qvance Income Tax Ruling, CRA Document 2014-0479701R3, dated January 1, 2014. See also 
Advance Income Tax Ruling, CRA Document 2008-0300161R3, dated January 1, 2009, where 
the taxpayer appears to deal with the uncertainty in the Act by first converting the debt in 
question to an interest-bearing obligation. 


2019 Thomson Reuters Canada Limited 
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(i) Commercial Obligations: Section 40(2)(e.2) 


Section 40(2)(e.2) applies where a taxpayer incurs a loss on the settlement of a "commercial 
obligation" where any portion of the consideration for the settlement is the issuance by the 
debtor of one or more other commercial obligations. A commercial obligation is defined in 


section 80(1) as a distress preferred share22! or a "commercial debt obligation," which in 


turn is defined as a debt in respect of which interest is, or if paid would be, deductible in 
computing the debtor's income.222 The relationship between the parties is irrelevant for this 
provision, so that it will apply equally between arm's length and affiliated or related parties. 


By virtue of section 40(2)(e.3), section 40(2)(e.2) does not apply for purposes of computing 
the exempt, hybrid or taxable surplus or deficit account of a foreign affiliate in respect of a 
transfer of "excluded property" as defined in section 95(1). 


Where section 40(2)(e.2) applies, the taxpayer's loss from the disposition will be equal to the 
loss otherwise determined multiplied by a factor equal to the fair market value of the 
consideration, other than a commercial obligation, divided by the fair market value of all of 
the consideration received on the settlement of the obligation. Where the taxpayer receives 
only commercial obligations on the settlement, therefore, the entire loss will be denied. 


The denied portion of the loss under section 40(2)(e.2) is added to the taxpayer's adjusted 
cost base of the new obligation under section 53(1)(f.12). Where more than one obligation is 
received, the addition is allocated in proportion to the relative principal amounts of the 
obligations. 


The Department of Finance gives the following example of the operation of section 40(2) 
(e.2) in its 1995 Explanatory Notes: 


Assume a $100,000 commercial debt obligation issued by Debtco to a taxpayer is now worth only 
$10,000. The taxpayer receives two commercial debt obligations issued by Debtco (having principal 
amounts of $45,000 and $15,000) and $4,000 of cash in settlement of the $100,000 obligation. The total 
fair market value of this consideration is $10,000 


The capital loss otherwise determined is equal to $90,000 ($100,000 — 10,000). Thus, the capital loss 
under section 40(2)(e.2) will be $36,000 ($90,000 x (4,000/10,000)).233 


The $54,000 reduction in the capital loss is added to the taxpayer's adjusted cost base of the new 
obligations. Thus, $40,500 (three-quarters of the $54,000 reduction) is allocated to the $45,000 


obligation and $13,500 (one-quarter of the $54,000 reduction) is allocated to the $15,000 obligation. 


FOOTNOTES 


231 Se¢ supra note 217. 


232 Sections 15.1(2), 15.2(2), 18(1)(g), (2), (3.1), (4), and 21 are ignored for purposes of this 
determination. 


233-This is also the "forgiven amount" in respect of the settled obligation for purposes of the debt 
forgiveness rules, by virtue of s. 80(2)(h). 
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(j) Non-Income Earning Debt: Section 40(2)(g) (ii) 


Under section 40(2)(g)(ii), a taxpayer's loss from the disposition of a debt or other right to 
receive an amount is deemed to be nil, unless the debt or right was acquired for the purpose 


of earning income (other than exempt income)22* from a business or property or as 
consideration for the disposition of capital property to a person with whom the taxpayer was 
dealing at arm's length. Section 40(2)(g)(ii) does not apply for purposes of computing the 
exempt, hybrid or taxable surplus or deficit account of a foreign affiliate in respect of a 
transfer of "excluded property" as defined in section 95(1). 


A loan bearing interest at a reasonable rate or a loan acquired as a result of a payment under 
a guarantee given for adequate consideration will generally meet the income-earning 


purpose test.225 Where the interest or the guarantee fee is insufficient or non-existent, the 
income-earning purpose test may still be met. This test, as it appears in section 40(2)(g)(ii), 
may be contrasted with that in section 20(1)(c). In order for interest on a debt to be 
deductible under section 20(1)(c)(i), the money must have been borrowed for the purpose of 
earning income and must have been used for that purpose. In order to meet the exception in 
section 40(2)(g)(ii), however, it is only necessary to look to the purpose for which the debt is 
acquired; the use of the debt is irrelevant. This was the conclusion of the Federal Court of 


Appeal in Byram v. R.,22& in which the Court held that interest-free loans made by an 
individual to a corporation, both at a time when he was a direct shareholder and an indirect 
shareholder through an intermediary holding company, were made for the purpose of 
earning income within the meaning of section 40(2)(g)(ii): 


The language of section 40 is clear. The issue is not the use of the debt, but rather the purpose for which it 
was acquired. While subparagraph 40(2)(g)(ii) requires a linkage between the taxpayer (i.e. the lender) 
and the income, there is no need for the income to flow directly to the taxpayer from the loan. 


Such an approach is also consistent with commercial reality. Frequently, shareholders make such loans 
on an interest-free basis anticipating dividends to flow from the activities financed by the loan. To adopt 
the position of the minister would require that this Court ignore this reality. .. . 


The ultimate purpose of a parent company or a significant shareholder providing a loan to a corporation 
is, without question, to facilitate the performance of that corporation thereby increasing the potential 
dividends issued by the company. This purpose is clearly within the scope of both the text and the purpose 
of subparagraph 40(2)(g)(ii), a section which is directed towards preventing taxpayers from deducting 


losses that are not incurred for the purpose of earning income from a business or property.222 


Byram makes clear, therefore, that a non-interest bearing loan made by a shareholder may 
be considered to be made for an income-earning purpose.222 CRA has accepted the decision 


in Byram and acknowledges that when the debtor is a wholly-owned subsidiary of the 
taxpayer, a clear nexus between the taxpayer and potential dividend income from the debtor 
can be demonstrated for purposes of section 40(2)(g)(ii).232 A minority shareholder may also 
be found to make non-interest bearing loans to a corporation for an income-earning purpose, 
though where other shareholders are related to the taxpayer making the loan, the question 
may arise as to whether the purpose of the loan is in fact to benefit the other shareholders, 


in which case the loss may be denied.242 


Although an income-earning purpose must be found in order to meet the exemption, it is not 
necessary that this be the primary purpose. Where another purpose is predominant, a 


subordinate income-earning purpose is sufficient.241 


While the exception in section 40(2)(g)(ii) requires that there be a purposive link between 
the lender and the income, it does not necessarily require that the link be direct. In Burns v. 
R.,242 for example, the Court held that loans made to a corporation by persons who were not 
shareholders of the corporation were made for an income-earning purpose, since the loans 
resulted, somewhat circuitously, in reduced costs of operations for the business of a 
corporation of which they were, collectively, the controlling shareholders. By indirectly 
reducing the costs of this second corporation, the loans were held to have an income-earning 
purpose, since they resulted in an increase in the corporate profits of the corporation 
available for distribution to the shareholders. The Court similarly allowed a loss in 


MacCallum v. R.,242 in which the taxpayer honoured a guarantee provided to a corporation 


of which he was not a shareholder, but with which his corporation carried on business.244 


Nevertheless, where the link is too tenuous or contingent, section 40(2)(g)(ii) will apply to 
deny the loss. In Toews v. R.,24 for example, a taxpayer made a non-interest bearing loan to 
a holding company all of the shares of which were held by a discretionary trust. The holding 
company, in turn, made a non-interest bearing loan to an operating company in which it held 
a minority interest. The taxpayer was one of four trustees of the trust and one of four 
discretionary beneficiaries. While it was possible that dividends from the operating company 
might be distributed to the taxpayer by the trust, the Court held that there was not a 
sufficient nexus between the taxpayer and the profits of the operating company, so that the 
taxpayer's loss on the loan to the holding company was denied.24° In Coveley v. R.,242 the 
taxpayer argued that losses claimed in respect of loans made to a corporation owned by his 
wife, and of which he was an employee, should not be denied under section 40(2)(g)(ii) on 
the basis that the loans were made to earn employment income. The Court held that while 
section 40(2)(g)(ii) should not be given a narrow and mechanical reading, earning 
employment income is not sufficient to meet the income-earning purpose test.248 

Where a taxpayer has guaranteed a debt of another person and discharges the debt under 
the guarantee, the taxpayer is typically subrogated to the position of the creditor, such that 
the taxpayer has a claim against the debtor, the cost of which is equal to the amount paid to 
the creditor. Whether a loss realized on this claim (for example, under section 50(1)) is 
deemed to be nil under section 40(2)(g)(ii) will turn on whether the guarantee was provided 
for the purpose of earning income. While a market rate guarantee fee would clearly lend 
strong support to a determination that the guarantee had an income-earning purpose, on the 
reasoning in Byram and the other cases regarding loans, a fee may not be necessary, 


particularly in the case of a downstream guarantee from a parent to a subsidiary.242 


In Cadillac Fairview Corp. v. R.,222 Bowman J. notes that when a guarantor makes a payment 
under the guarantee and acquires a claim against the debtor, that claim will often be 
worthless, suggesting that the acquisition of the right of subrogation does not have an 
income-earning purpose under section 40(2)(g)(ii). He dismisses this line of reasoning, 
however, as unrealistic: 


A functional and more commercially realistic interpretation would subsume in the purpose of the 
acquisition of the subrogated debt the purpose for which the guarantee was originally given.22+ 


Thus, in the case of a guarantee, the relevant time to apply the income-earning purpose test 
252 


is the time at which the guarantee was given.*2* 

Where a person becomes liable for the obligations of another by operation of law and 
satisfies those obligations, however, the courts have considered the resulting obligation 
from the original debtor to the person that satisfied the obligation to come into existence at 


the time of the payment. In Poirier v. R.,222 the Tax Court considered a situation where a 
corporation had failed to make New Brunswick provincial sales tax and workers' 
compensation remittances. The taxpayer was a shareholder and director of the corporation, 
and liens were placed against his property by the province and the Workplace Health, Safety 
and Compensation Commission to guarantee payment. The taxpayer paid the amounts 
owing in order to discharge the liens and attempted to claim a loss on the resulting 
obligation of the corporation to the taxpayer. Bowman J. held that the loss was denied under 
section 40(2)(g)(ii), reasoning as follows: 


There is a world of difference between making good under a guarantee of a corporation that was given 
when it was in operation, with a view to enhancing its income earning potential, and paying an obligation 
imposed by law or to remove a lien after there is no possibility of earning income from the corporation. I 
would compare this with the situation where a business has ceased but an obligation that results from the 
business that was previously carried on arises and must be satisfied. The fulfilment of that obligation 
would seem to me to be for the purpose of gaining or producing income from a business. Here, however, 


the obligation to pay the company's indebtedness arose after the company has ceased operations.224 


The principle articulated in Cadillac Fairview was extended in Daniels v. R.222 to an 
obligation seized by the taxpayer in satisfaction of a subrogated obligation. The taxpayer 
and his brother had borrowed $8 million on a joint and several basis. Following some 
repayments, the bank called the remainder of the loan. The taxpayer's brother was unable to 
pay, so that the taxpayer was required to pay the full amount. When his brother was unable 
to repay any amount to the taxpayer, the taxpayer seized a $4 million debenture of a 
corporation which had gone into receivership earlier in the year. The taxpayer elected under 
section 50(1) in respect of the debenture, claiming a $4 million loss, which the minister 
sought to deny under section 40(2)(g)(ii) on the basis that it was not acquired for an income- 
earning purpose. The Court allowed the loss, following the reasoning in Cadillac Fairview, 
holding that the income-earning purpose test should be applied at the time that the joint 
obligation to pay was originally created and not at the time that the debenture was acquired. 


FOOTNOTES 


234 FR yempt income" is defined in s. 248(1) as property received by a taxpayer that is not included 
in the taxpayer's income because of a provision in Part I of the Act. This includes, for example, 
amounts listed in s. 81, but does not include dividend income. 
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236 Tid. 
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[1992] 2 C.T.C. 2133, 92 D.T.C. 1759 (T.C.C.); and Business Art Inc. v. Minister of National 
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245 Toews v. R., 2005 CarswellNat 2635, 2005 CarswellNat 5836, [2005] 5 C.T.C. 2139, 2005 D.T.C. 
1359 (Eng.) (T.C.C. [General Procedure]). 


246 cee also Ellis v. Minister of National Revenue, 1987 CarswellNat 578, [1988] 1 C.T.C. 2081, 88 
D.T.C. 1070 (T.C.C.), and Audet c. R., 2012 CarswellNat 2467, 2012 CarswellNat 1489, [2012] 6 
C.T.C. 2001, 2012 D.T.C. 1208, 2012 D.T.C. 1164 (Fr.) ([I-C.C. [Informal Procedure]), in which 
the Court similarly found the expectation of income to be too remote, and Technical 
Interpretation, CRA Document 9830927, dated May 18, 1999, where CRA comes to the same 
conclusion in a similar situation involving a guarantee. 


247 Coveley v. R., 2013 CarswellNat 4823, 2013 CarswellNat 6030, [2014] 3 C.T.C. 2116, 2014 
D.T.C. 1041 (Eng.) (T.C.C. [General Procedure]), affirmed 2014 CarswellNat 4904, 2014 
CarswellNat 6293, [2015] 2 C.T.C. 97, 2015 D.T.C. 5014 (Eng.) (F-C.A.). 


248 Tid. at paragraph 105. 
249 See, for example, Steckel v. Minister of National Revenue (1992), 92 D.T.C. 1904 (T.C.C.). 


250 Cadillac Fairview Corp. v. R., 1996 CarswellNat 1094, [1996] 2 C.T.C. 2197, 97 D.T.C. 405 
(T.C.C.), affirmed 1999 CarswellNat 75, 1999 CarswellNat 4250, [1999] 3 C.T.C. 353, 99 D.T.C. 
9121 (Fed. C.A.), leave to appeal refused (2000), (sub nom. Cadillac Fairview Corp. v. Minister 
of National Revenue) 253 N.R. 194 (note) (S.C.C.). 


251 Mid, at 407. 


252. cee, for example, Poirier v. R., 2000 CarswellNat 2107, 2000 CarswellNat 4577, [2001] 1 C.T.C. 
2253, 2000 D.T.C. 2463 (T.C.C. [Informal Procedure]); Gordon v. R., 1996 CarswellNat 1530, 
[1996] 3 C.TC. 2229, 96 D.T.C. 1554 (T.C.C.); National Developments Ltd. v. R., 1993 
CarswellNat 1136, (sub nom. National Developments Ltd. v. Canada) [1993] 2 C.T.C. 3027, 94 
D.T.C. 1061 (T.C.C.); and Lowery v. Minister of National Revenue, 1986 CarswellNat 443, 
[1986] 2 C.T.C. 2171, 86 D.T.C. 1649 (T.C.C.). 


253 rid. 


254 hid. at paragraph 16. See also Bourget v. R., 2010 CarswellNat 5409, 2010 CarswellNat 4860, 
2011 D.T.C. 1032 (Eng.) (T.C.C. [Informal Procedure]). 


255 naniels v_R., 2007 CarswellNat 6062, 2007 CarswellNat 1404, [2007] 5 C.T.C. 2595, 2007 
D.T.C. 883 (Eng.) (T.C.C. [General Procedure]). 
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2.6.2 Depreciable Property 


Section 13(21.1) is designed to limit a taxpayer's ability to realize a terminal loss on the sale ofa 
building where subjacent or contiguous land is retained by the taxpayer or a non-arm's length 
person or is sold by the taxpayer or a non-arm's length person in the same taxation year. Section 
13(21.2) is a stop-loss rule that applies in respect of a disposition of depreciable property where 
30 days after the disposition the property is owned by an affiliated person. Section 13(21.1) 
applies before section 13(21.2), but does not preclude the application of section 13(21.2). Thus, if 
section 13(21.1) applies to reduce, but not eliminate a loss incurred on a building, section 
13(21.2) may apply in respect of the remaining loss. 
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(a) Buildings: Section 13(21.1) 


Section 13(21.1) may apply on a disposition by a taxpayer of a building at a loss, either to 
reallocate the aggregate proceeds of disposition between the building and the land, where the 
subjacent or contiguous land is sold by the taxpayer or a non-arm's length person in the same 
taxation year, or to increase the proceeds of disposition, where the land is retained by the 
taxpayer or a non-arm's length person. Since a taxpayer may retain property of the same class as 
the building following the disposition, section 13(21.1) does not require that the disposition of the 
building would result in a terminal loss. Rather, section 13(21.1) looks to whether the proceeds of 


disposition22© are less than the lesser of the "cost amount" and the capital cost of the building to 


the taxpayer. "Cost amount," for these purposes, is the proportion of the undepreciated capital 
cost of the class that the capital cost to the taxpayer of the building is of the capital cost to the 
taxpayer of all of the property in that class, subject to certain adjustments.224 Thus, where there 
is a single property in the class, the cost amount of that property will be its undepreciated capital 
cost. 


Where a taxpayer disposes of a building at a loss and machinery and equipment used in the same 
business at a gain, the taxpayer may elect under section 1103(1) of the Regulations to treat the 
building and the other depreciable property as property of a single class, thereby reducing the 


impact of section 13(21.1).228 


Section 13(21.1)(a) will apply where the proceeds of disposition are less than the lesser of the 
cost amount and the capital cost of the building to the taxpayer and, in the same taxation year of 
the taxpayer, the taxpayer or a person who does not deal at arm's length with the taxpayer 
disposes of land subjacent to the building or land immediately contiguous to and necessary for 
the use of the building.222 In the typical case, section 13(21.1)(a) will apply to reduce the loss 
realized on the sale of the building to the extent of any gain on the sale of the land, with the gain 
on the land then reduced by the same amount. 


Where section 13(21.1)(a) applies, the proceeds of disposition for the building are deemed to be 
equal to the lesser of the amounts determined under sections 13(21.1)(a)(i) and (ii). 


The amount under section 13(21.1)(a)(i), is equal to the aggregate of the fair market value of the 
building and the land minus the lesser of the fair market value of the land and the vendor's 
adjusted cost base of the land. Where, within three years before the disposition of the building, 
the taxpayer or a person with whom the taxpayer did not deal at arm's length realized a capital 


gain2©2 on a disposition of the land to the taxpayer or another person with whom the taxpayer did 


not deal at arm's length, such gains are subtracted from the vendor's adjusted cost base for 
purposes of the above formula. In other words, such gains may also be reallocated and increase 
the proceeds of disposition for the building. 


The amount under section 13(21.1)(a)(ii), is the greater of (A) the fair market value of the building 
and (B) the lesser of the cost amount and the capital cost to the taxpayer of the building 
immediately before the disposition. 


In other words, where the taxpayer's cost amount of the building is greater than the fair market 
value of the building (i.e., the taxpayer has an accrued terminal loss in respect of the building), 
and the amount by which the aggregate fair market value of the land and building exceeds the 
taxpayer's cost of the land (determined without taking into account certain non-arm's length 
transfers described in section 13(21.1)(a)(i)) is greater than this accrued terminal loss, then the 
taxpayer's proceeds of disposition of the building will be increased under sections 13(21.1)(a)(i) 
and (ii) to eliminate the loss. 


Under sections 13(21.1)(a)(iii) and (iv), the proceeds of disposition of the land are deemed to be 
the amount by which the total proceeds of disposition of the land and building, otherwise 
determined, exceed the proceeds of disposition of the building determined under section 13(21.1) 
(a). The cost to the purchaser of the land, however, will remain unaffected by section 13(21.1). 


The following example illustrates the operation of section 13(21.1)(a). Assume that a taxpayer 
holds the land and building as capital property, holds no other property of the same class as the 
building, has a capital cost and undepreciated capital cost of the building of $40 and $30 
respectively, and an adjusted cost base of $30 for the land. The taxpayer has held the land 
continuously for more than three years. The fair market value of the building is $10 and the fair 
market value of the land is $90. On the sale of the properties, the parties allocate $10 to the 
building and $90 to the land such that, absent section 13(2.1), the taxpayer would realize a $20 
terminal loss on the building and a $60 capital gain on the land. 


Under section 13(21.1)(a), the proceeds of disposition for the building will be $30, being the 
lesser of the amounts determined under sections 13(21.1)(a)(i) and (ii): 


Section 13(21.1)(a)(i): 
the aggregate FMV of the properties = $100 
minus 
the lesser of the land FMV ($90) and the land ACB ($30) 
= $70 
Section 13(21.1)(a) (ii): 
the greater of (A) the building FMV ($10) and (B) the lesser of the taxpayer's cc 
amount and capital cost of the building ($30) 


= $30 


Since the deemed proceeds of disposition for the building in this example are equal to its 
undepreciated capital cost, no terminal loss will be realized in respect of the building, 
notwithstanding that the fair market value of the building is less than this amount. 


Under sections 13(21.1)(a)(iii) and (iv), the proceeds of disposition of the land will be $70, being 
the amount by which the aggregate proceeds of disposition of the land and building ($100) 
exceed the proceeds of disposition of the building determined under section 13(21.1) ($30). The 
taxpayer will therefore realize a $40 capital gain on the land. 


A few general observations may be made about section 13(21.1)(a). Section 13(21.1)(a) may apply 


to reduce, but not eliminate, a terminal loss, since the formula can result in deemed proceeds of 
disposition for the building that are less than the undepreciated capital cost allocated to the 


building. In such a case, section 13(21.2), discussed below, may apply to suspend the loss.2©4 


Also, there is no requirement that the land be disposed of for a gain, otherwise determined. 
Section 13(21.1)(a) may apply where both the land and the building are sold at a loss, in which 
case it would, if it applied, reduce the terminal loss on the building and increase the capital loss 
on the land. 


CRA has indicated that the application of section 85 to the transfer of the land does not preclude 
the application of section 13(21.1).2©2 More particularly, notwithstanding the section 85 election, 
sections 13(21.1)(a)(i) and (ii) would apply to determine the proceeds of disposition for the 
building. Furthermore, the amount described in section 13(21.1)(a)(iii) (the proceeds of 
disposition of the land and building, otherwise determined) would include the elected amount for 
purposes of section 85. Thus, if the elected amount under section 85(1) for the land was equal to 
the transferor's cost, the reduction to the proceeds of disposition for the land under section 
13(21.1) would give rise to a capital loss in respect of the land. To avoid realizing a loss on the 
land (which could be denied under one of the stop-loss rules) the transferor could elect under 
section 85(1) to have the proceeds of disposition for the land be an amount in excess of its cost 
(but less than the fair market value) of the land. In this case, the transferor's loss in respect of the 
land would be reduced or eliminated, and the transferee's cost of the land (which is not affected 
by section 13(21.1)) increased. 


It is not necessary that the subjacent or contiguous land be disposed of in the same taxation year 
in order for section 13(21.1) to apply to increase the proceeds of disposition of the building. If 
section 13(21.1)(a) does not apply and, at any time before the disposition of the building, the land 
was owned by the taxpayer or a person who did not deal at arm's length with the taxpayer, section 
13(21.1)(b) will apply to increase the proceeds of disposition of the building by the amount, if any, 
by which one-half of the greater of the cost amount and the fair market value of the building 
immediately before the disposition exceeds the proceeds of disposition, otherwise determined. 
Thus, section 13(21.1)(b) effectively requires the taxpayer to recognize any terminal loss arising 
on a disposition of the building at the capital gains rate. This provision will typically apply on the 
demolition of a building, which is considered to be a disposition of the building for nil 


proceeds.283 


FOOTNOTES 


256Determined without reference to s. 13(21.1) or (21.2), but after taking into account any 
redetermination under s. 68. See Interpretation Bulletin IT-220R2, paragraph 9, dated May 25, 
1990, amended February 11, 1994. See also Technical Interpretation, CRA Document 2006- 
020330117, dated November 8, 2006. Proceeds of disposition are not net of sales commissions. See 
Technical Interpretation, CRA Document 9201515, dated June 29, 1992. 


257 See s. (a) of the definition of cost amount in s. 248(1). For these purposes, s. 13(7) is read without 
reference to s. 13(7)(e) (concerning non-arm's length transfers) and with modifications to ss. 13(7) 
(b) and 13(7)(d)(i). See IT-220R2, ibid. at paragraph 11. 


258 Technical Interpretation, CRA Document 2004-0072411E5, dated September 20, 2004. The election 
in s. 1103(1) of the Regulations is available for property included in any of Classes 2 to 10, 11 and 
12. 


259 Where the land disposed of exceeds that necessary for the use of the building, a reasonable 
allocation must be made for purposes of s. 13(21.1)(a). IT-220R2, supra note 256, paragraph 15. 


260) termined without reference to the capital gain reserve rules in s. 40(1)(a)(ii) or (iii). 
261 section 13(21.1) applies before s. 13(21.2). This priority is set out in the preamble to s. 13(21.1). 


262-Technical Interpretation, CRA Document 2012-0469231E5, dated March 11, 2013. See also Advance 
Income Tax Ruling, CRA Document 2016-0635101R3, dated January 1, 2016. 


263 See, for example, Technical Interpretation, CRA Document 2004-0082201E5, dated September 14, 
2004, and Technical Interpretation, CRA Document 9608555, dated May 28, 1996. See also 91.36- 
6872 Québec Inc. c. R., 2010 CarswellNat 485, 2010 CarswellNat 2450, (sub nom. 9136-6872 
Québec Inc. v. R.) 2010 D.T.C. 1263 (Eng.), 2010 D.T.C. 1110 (Fr.) (T.C.C. [General Procedure]), in 
which the Court rejected the taxpayer's argument that s. 13(21.1)(b) applies only where the land is 
sold in a subsequent year or the holder intends to sell in a subsequent year. 
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(b) Terminal Losses: Section 13(21.2) 


Section 13(21.2) provides a parallel rule for depreciable property to that for non-depreciable 
capital property in section 40(3.4), though the provisions differ in a number of ways. Most 
importantly, section 13(21.2) does not have the identical property concept, presumably since this 
would result in the indefinite suspension of losses with most depreciable property used in a 
business, regardless whether the property was disposed of to an affiliated person. Also the 
relevant period is the 30 days following the disposition and not the 61-day period in section 
40(3.3). 


Subject to certain exceptions, section 13(21.2) applies where a person or partnership disposes of 
depreciable property at a loss and on the 30th day after the disposition the transferor or a person 
affiliated with the transferor owns or has a right to acquire the transferred property. Section 
13(21.2) will not apply where the right to acquire the property is a right, as security only, derived 
from a mortgage, agreement for sale or similar obligation. Also, as in the case of section 40(3.4), 
section 13(21.2) will not apply in the case of a disposition described in sections (c) to (g) of the 
definition of superficial loss or in section 69(5).2®* Section 13(21.2) also does not apply with 
respect to property acquired by a parent corporation on the wind-up of a subsidiary under section 
88(1).2©2 Finally, section 13(21.2) does not apply for purposes of computing the exempt, hybrid or 
taxable surplus or deficit account of a foreign affiliate in respect of a transfer of "excluded 
property" as defined in section 95(1). 


Since section 13(21.2) will apply only where the transferor or a person affiliated with the 
transferor owns or has a right to acquire the property on the 30th day after the disposition, it 
should not apply where the transferor ceases to exist prior to this date. CRA has indicated that it 
accepts this reading of section 13(21.2), at least in the context of a transfer from a trust to a 
majority-interest beneficiary where the trust ceases to exist prior to the end of the 30-day 


period.296 


A depreciable property will be considered to be transferred at a loss for purposes of section 
13(21.2) if the lesser of the transferor's capital cost of the transferred property and the portion of 
the transferor's undepreciated capital cost of the particular class attributable to the transferred 
property (based on the fair market value of the property relative to the fair market value of all of 
the properties in the class) exceeds the proceeds of disposition for the property, otherwise 
determined. It is not necessary, therefore, that a terminal loss to be triggered in order for section 
13(21.2) to apply, only that the relevant cost amount of the property exceeds the proceeds of 
disposition. 


If section 13(21.2) applies, and if the transfer occurred on a rollover under section 85 or 97, those 
provisions do not apply to the transfer of the property by virtue of section 13(21.2)(d). For 
purposes of sections 13 and 20 and the relevant Regulations, the transferor is deemed, under 


section 13(21.2)(e)(i), to dispose of the property for proceeds equal to the lesser of its capital cost 
and the undepreciated capital cost attributable to the property. If more than one property of the 
same class is disposed of at the same time, the transferor is entitled under section 13(21.2)(e)(ii) 
to designate the order of disposition, failing which the order will be designated by the minister. 


Finally, the transferor is deemed by section 13(21.2)(e)(iii) to own a property2©2 of the same class 


as the transferred property that was acquired before the beginning of the relevant taxation year 
at a capital cost equal to the difference between the proceeds of disposition, otherwise 
determined, and the deemed proceeds under section 13(21.2)(e)(i). This notional property is 
considered to have become available for use at the same time that the transferred property is 
considered to have become available for use by the transferee.2°2 Thus, the transferor will be 
entitled to claim capital cost allowance on this notional property until the occurrence of a 
triggering event. If the transferor has no other properties of the same class at the time of the 
triggering event, a terminal loss may be available in respect of the notional property. 


While the notional property is deemed to be property of the same class as the transferred 
property, there is no rule deeming the property to be the same property or to be used for the same 
purpose as the transferred property. Nevertheless, CRA has indicated that the notional property 
will, in effect, be streamed with the business in which the transferred property was used.282 CRA 
expressed this view in the context of an amalgamation of two corporations, Aco and Bco. Aco did 
not carry on any business, but was deemed to hold notional Class 13 property as a result of a 
previous disposition of depreciable property to which section 13(21.2) applied. Bco carried on a 
business and held Class 13 property which it used in its business. CRA indicated that the 
amalgamated company could not treat the notional property as being property of the same class 
as the Class 13 property held by Bco, on the basis that the notional property should be treated as 
having been acquired for purposes of producing income from a separate business for purposes of 
section 1101(1) of the Regulations. 


The transferor will be considered to own the notional property until immediately before the first 
to occur of the following triggering events: 


(1) the beginning of a 30-day period throughout which neither the transferor nor a person 
affiliated with the transferor owns or has a right to acquire the transferred property 
(other than a right derived from a mortgage, agreement for sale or similar obligation) 
(section 13(21.2)(e)(iii)(A)); 


(2) a cessation or change of use of the transferred property (section 13(21.2)(e)(iii)(B)); 


(3) the emigration of the transferor or the transferor becoming a tax exempt for purposes 
of the deemed disposition rules in sections 128.1 and 149(10), respectively (section 
13(21.2)(e)(iii)(C)); 


(4) the transferor being subject to a loss restriction event (section 13(21.2)(e)(iii)(D)); or 


(5) the commencement of the winding-up of the transferor, where the transferor is a 
corporation, other than under section 88(1) (section 13(21.2)(e)(iii)(E)). 


Where the transferor is a foreign affiliate of the taxpayer, section 13(21.2)(e)(iii)(E) provides that, 
for purposes of computing the exempt, hybrid or taxable surplus or deficit account of the affiliate 
in respect of the taxpayer, the commencement of the liquidation and dissolution of the transferor 
will be a triggering event, unless the liquidation and dissolution is a "qualifying dissolution" 
within the meaning of section 88(3.1) or a "designated liquation" within the meaning of section 


95(1). 


By virtue of section 13(21.2)(f), for purposes of the triggering events, a partnership that ceases to 
exist after the initial disposition is deemed not to have ceased to exist and each partner of the 
partnership at the time that it ceased to exist is deemed to remain a partner of the partnership. 
This deemed continuation of the partnership continues until the occurrence of the first triggering 
event. 


The new owner of the transferred property is deemed under section 13(21.2)(g) to have a capital 
cost of the transferred property equal to the transferor's capital cost, and to have deducted the 
difference between the capital cost and the fair market value of the property at the time of the 


transfer under section 20(1)(a). This puts the new owner in the same position as the transferor for 


purposes of potential recapture in respect of the transferred property.22 


FOOTNOTES 


264566 §2.6.1 above. 


265 section 88(1)(d.1). While there is no specific rule providing for an exception to the application of s. 
13(21.2) on the wind-up of a partnership under s. 98(5), CRA has ruled that s. 13(21.2) will not 
apply on a s. 98(5) wind-up where the partnership is dissolved as a result of a wind-up under s. 
88(1) of one corporate partner into another. See Advance Tax Ruling, CRA Document 2009- 
0347301R3, dated January 1, 2010. 


2667 echnical Interpretation, CRA Document 2004-0091061E5, dated March 21, 2007. CRA observes 
that the same would not be true in the case of former s. 14(12), or ss. 18(15) or 40(3.3), on the basis 
that these provisions generally deny or suspend the loss if a person affiliated with the transferor 
acquires the relevant property at any time within 30 days before or after the transferor's disposition 
of the property. While this is correct, these provisions also require, like s. 13(21.2), that the relevant 
property is owned by the transferor or a person affiliated with the transferor at the end of the 
period. It is not immediately clear, therefore, why CRA would not take the same position with 
respect to these provisions. 


267since this notional property is only relevant for purposes of ss. 13 and 20 and the relevant 
Regulations, the transferor is not considered to own a property for other purposes under the Act. 
See Round Table on Federal Taxation, 2003 APFF Conference, CRA Document 2003-0030095, dated 
October 10, 2003, where CRA makes this point in respect of s. 88(1)(d). 


268 section 13(21.2)(e)(iv). Generally, capital cost allowance cannot be claimed in respect of a property 
unless it is "available for use." In the case of a transfer between persons who do not deal at arm's 
length, the property will be deemed under s. 13(30) to have become available for use by the 
transferee at the time of the transfer provided that it previously became available for use by the 
transferor. 


269 Technical Interpretation, CRA Document 2005-0125501E5, dated July 25, 2005. 


270 Se¢ Technical Interpretation, CRA Document 2004-0071821E5 dated June 14, 2004, for an example 
of consequences of s. 13(21.2)(g) on the purchaser for purposes of capital cost allowance claims in 
respect of the transferred property. 


2019 Thomson Reuters Canada Limited 
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2.6.3 Class 14.1 Depreciable Property: Sections 14(12) and 13(42)(b) 


Class 14.1 depreciable property generally includes goodwill and other intangible property 
that was eligible capital property of a taxpayer before 2017. Effective January 1, 2017, the 
eligible capital property rules in section 14 were repealed, and property that was eligible 
capital property became Class 14.1 depreciable property. Prior to 2017, section 14(12) 
prevented a corporation, trust or partnership (but not individual transferors) from taking a 
deduction under section 24(1)(a) on a transfer of eligible capital property to an affiliated 
person. The transitional rule in section 13(42)(b) deals with losses that remained suspended 
under section 14(12) at the end of 2016. For 2017 and later years, the stop-loss rule in 
section 13(21.2), discussed above, is relevant for Class 14.1 depreciable property. 


Section 14(12) applied where (a) a corporation, trust, or partnership disposed of eligible 
capital property in respect of a business of the transferor and would, but for section 14(12), 
have been entitled to a deduction under section 24(1)(a) as a result of the disposition, (b) 
during the period that began 30 days before and ended 30 days after the disposition, the 
transferor or a person or partnership affiliated with the transferor acquired property that 
was, or was identical to, the property (the "substituted property") and (c) at the end of the 
period the transferor or a person or partnership affiliated with the transferor owned the 
substituted property. Section 14(13)(a) deemed a right to acquire a property (other than a 
security right under a mortgage, agreement for sale, or similar obligation) to be identical 
property for purposes of section 14(12). 


Unlike under sections 13(21.2), 40(2)(g)(i) and 40(3.4), the exceptions in sections (c) to (g) 
of the definition of superficial loss did not apply for section 14(12), though under section 
69(5)(d) it did not apply on a taxable winding-up of the transferor. Also, section 14(12) did 
not apply with respect to property acquired by the parent on a wind-up under section 
88(1),224 or for purposes of computing the exempt, hybrid or taxable surplus or deficit 
account of a foreign affiliate in respect of a transfer of "excluded property" as defined in 
section 95(1). 


Where section 14(12) applied, for purposes of sections 14, 20, and 24 the transferor was 
deemed to continue to own eligible capital property in respect of the business and not to 
have ceased to carry on the business until the occurrence of a triggering event. Thus, while 
the transferor was not entitled to a deduction under section 24(1)(a) as a result of the 
disposition, it was entitled to continue to claim cumulative eligible capital amounts under 
section 20(1)(b) on the notional eligible capital property. 


Under the transitional rule in section 13(42)(b), if a taxpayer was deemed by section 14(12) 


to continue to own eligible capital property in respect of a business and not to have ceased to 
carry on that business until a time after 2016, the taxpayer is deemed to continue to own the 
property and continue to carry on the business until the time immediately before the time of 


a triggering event described in any of sections 14(12)(c) to (g), as they read before 201 7,222 


Under these rules, the transferor was deemed to hold the notional eligible capital property 
until immediately before the occurrence of a triggering event, at which time it was entitled 
to claim a deduction for any undeducted portion of the cumulative eligible capital pool under 
section 24(1)(a). The triggering events paralleled those in section 13(21.2): 


(1) the beginning of a 30-day period throughout which neither the transferor nor a 
person affiliated with the transferor owned the substituted property or a property 
identical to the substituted property acquired in the 30 days before this period 
begins (section 14(12)(c)); 


(2) the substituted property ceasing to be eligible capital property in respect of a 
business carried on by the transferor or a person affiliated with the transferor 
(section 14(12)(d)); 


(3) the emigration of the transferor or the transferor becoming a tax exempt for 
purposes of the deemed disposition rules in section 128.1 or 149(10), respectively 
(section 14(12)(e)); 


(4) the transferor being subject to a loss restriction event (section 14(12)(f)); or 


(5) the commencement of the winding-up of the transferor, where the transferor is a 
corporation, other than under section 88(1) (section 14(12)(g)). 


Section 14(12)(g) also provided that, where the transferor was a foreign affiliate of the 
taxpayer, for purposes of computing the exempt, hybrid, or taxable surplus or deficit account 
of the affiliate in respect of the taxpayer, the commencement of the liquidation and 
dissolution of the transferor would be a triggering event, unless the liquidation and 
dissolution was a "qualifying liquidation and dissolution" within the meaning of section 
88(3.1) or a "designated liquation and dissolution" within the meaning of section 95(1). 


For purposes of the triggering events, a partnership that ceased to exist after the initial 
disposition was deemed by section 14(13)(b) not to have ceased to exist and each partner of 
the partnership at the time that it ceased to exist was deemed to remain a partner of the 
partnership. This deemed continuation of the partnership continued until the occurrence of 
the first triggering event. 


FOOTNOTES 


271 section 88(1)(d.1). 


272. For these purposes, s. 14(12)(d) is read to refer to the substituted property ceasing to be 
either eligible capital property or capital property. 


2019 Thomson Reuters Canada Limited 
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2.6.4 Dividend Stop-Loss Rules 


Sections 112(3), (3.1), and (3.2) operate to reduce a loss realized on shares held as capital 
property in certain circumstances where non-taxable or deductible dividends have been 


received on the shares.2/2 With the possible exception of the 5/365 rule, discussed below, 
there is no requirement in these rules that the taxpayer have any power to strip out the value 
of the corporation by causing it to pay tax-free dividends.2/4 Thus, while the dividend stop- 
loss rules are often viewed as anti-avoidance rules, a better characterization might be as 
rules intended to prevent the overstatement of the true economic loss on a share by taking 
into account dividends received on that share that have not been previously subject to 


tax.22° Nevertheless, since the rules apply regardless whether a loss is in fact attributable to 
the dividend, they constitute a kind of rough justice to this end. For example, where foreign 
currency denominated shares are disposed of at a loss that is solely attributable to foreign 


exchange fluctuations, non-taxable or deductible dividends paid on the shares will 
276 


nevertheless be applied to reduce the amount of the loss.4“2 

Since the dividend stop-loss rules only deal with dividends received by the taxpayer on the 
shares in respect of which the loss is realized (or exchanged shares by virtue of section 
112(7), discussed below), dividends received on another class of shares of the same 


corporation will not impact the loss.222 Where a separate class of shares was created in 


order to avoid the application of the dividend stop-loss rules, however, the general anti- 
avoidance rule could apply to redetermine the tax results of the transaction.2/8 

There is an exception for dividends paid on shares held continually for at least 365 days 
prior to the disposition giving rise to the loss, provided that the dividend is received, 
generally, at a time when the taxpayer, any persons not dealing at arm's length with the 
taxpayer, and certain other persons did not collectively hold more than 5% of the shares of 
any class or series of the corporation. The dividend must also be a "qualified dividend" 
(generally, a dividend other than a deemed dividend under section 84(3)) in order for the 
exception to apply. Separate rules apply for natural persons and corporations, for 
partnerships and for trusts. The availability of this "5/365" safe-harbour may be limited 
where there is a "synthetic disposition arrangement" in respect of the shares or property, or 
a "synthetic equity arrangement" in respect of the shares, by virtue of sections 112(8) and 
122(10), respectively. 


Also, by virtue of section 112(6)(a), "capital gains dividends" paid by a mutual fund trust and 
dividends paid out of "designated surplus" and subject to tax in the hands of the shareholder 
under Part VII of the Act as it read on March 31, 1977, are not considered either dividends or 


capital dividends for purposes of section 112. 


The rules relating to shares that are capital property to the transferor, discussed below, 
generally do not apply, or are modified, in the case of shares that are mark-to-market 
property or inventory.2/2 

Section 112(3) is to be taken into account in computing the capital dividend account of a 
corporation, which is reduced by the amount of any capital losses realized in the relevant 


period.282 


FOOTNOTES 


273 S66 Steve Suarez, "The Capital Property Dividend Stop-Loss Rules," (2005), 53 Can. Tax J., No. 
1, 269-291 for a detailed discussion of these rules, including several useful illustrative tables. 


274 similarly, s. 93(2), the parallel rule for losses on shares of foreign affiliates, does not require 
that the affiliate be a controlled foreign affiliate. 


2753 See CRA Q & A, TEI Meeting, Q. V, CRA Document 9206800, dated December 2, 1991. 
276 See, for example, ibid. 


271 Se¢@ Toronto Dominion Bank v. R., 2011 CarswellNat 2449, 2011 CarswellNat 6339, [2011] 6 
C.T.C. 19, 2011 D.T.C. 5125 (Eng.) (F.C.A.). 


278 See 216663 Ontario Ltd. v. R., 1998 CarswellNat 645, 1998 CarswellNat 3651, [1998] 3 C.T.C. 
2425, 98 D.T.C. 1628 (T.C.C.), where the anti-avoidance rule in old s. 55(1) was applied to deny 
a loss in such a situation. See also 2013 CTF Annual Conference, CRA Document 2013- 
0508161C6, dated November 24, 2013. 


279 The stop-loss rules for mark-to-market property are found in ss. 112(5) to (5.6). The stop-loss 
rules for shares held as inventory are found in ss. 112(4) to (4.22). Stop-loss rules for 
partnership interests that are held as inventory, effective as of September 16, 2016, are found 
in ss. 112(11) to (13). 


280 Technical Interpretation, CRA Document 9212915, dated July 22, 1992. 
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(a) Natural Persons and Corporations 


Section 112(3) deals with losses of natural persons and corporations from the disposition of 
shares, other than where the disposition was by a partnership of which the natural person or 
corporation was a partner. Losses realized through partnerships and trusts are dealt with in 
sections 112(3.1) and (3.2), respectively. 


In the case of an individual (other than a trust), section 112(3)(a) applies to reduce the loss 
realized on a share held as capital property by the lesser of (i) the capital dividends received 
on the share under section 83(2) (other than such dividends deemed to be taxable dividends 
under the anti-avoidance rule in section 83(2.1)) and (ii) the amount of the loss, otherwise 
determined, minus all taxable dividends received on the share.224 

Thus, losses realized by natural persons may only be reduced where capital dividends have 
been received. Moreover, while the receipt of taxable dividends may lessen the impact of 
capital dividends, this would not necessarily be the case. For example, if a taxpayer realized 
a $100 loss on the disposition of a share and had received $50 in capital dividends and $50 in 
taxable dividends, the loss would still be reduced by the full amount of the capital dividends, 
to $50. If, on the other hand, the taxpayer realized a $70 loss in the same circumstances, 
only $20 of the loss would be denied. 


In the case of a corporation, section 112(3)(b) reduces the loss realized on a share by the 
total of the following amounts: (i) any dividends received on the share that were deductible 
to the corporation under section 112, 115(1) or 138(6), (ii) capital dividends received on the 
share under section 83(2) (other than such dividends deemed to be taxable dividends under 
the anti-avoidance rule in section 83(2.1)) and (iii) life insurance capital dividends.282 Thus, 
subject to section 112(3.01), discussed below, most dividends received by a corporation will 
be applied to reduce a loss realized on the share. The fact that the corporation may pay Part 


IV tax on the dividends is not relevant.282 


Certain dividends will not be applied to reduce the amount of the loss under section 112(3). 
Section 112(3.01) provides that where the taxpayer held the share throughout the 365-day 
period that ended immediately before the disposition, any "qualified dividend" received on 
the share will not be applied to reduce the loss provided it was received at a time when the 
taxpayer and persons with whom the taxpayer was not dealing at arm's length did not own 
more than 5% of the issued shares of any class of the payer corporation.2®4 Dividends paid 
on shares held in a portfolio will, therefore, generally have no impact on losses realized on 
those shares, provided that the shares are held for at least one year. 


Section 112(3.01) provides that the 5/365 exception is only available in respect of a dividend 
that is a "qualified dividend." Section 112(6.1)(a) provides that a qualified dividend is a 
dividend other than a deemed dividend under section 84(3). Section 112(6.1)(b) provides 
that, where the dividend is a section 84(3) dividend, it will be a qualified dividend in respect 
of a share held by an individual other than a trust only where the dividend was received by 
the individual and it will be a qualified dividend in respect of a share held by a corporation 
only where the dividend is received by the corporation while it is a private corporation and is 
paid by another private corporation.222 

Where a taxpayer has acquired identical shares over a period of time, so that dividends have 
been received from the corporation on some shares but not on other shares, CRA has 
indicated that it will allow the taxpayer to designate the order of disposition in order to 
minimize the application of section 112(3).288 While this position was stated in the context 
of a situation where the taxpayer held greater than 5% of the corporation, so that section 
112(3.01) did not apply to exclude the dividends, it seems likely that CRA would adopt the 
same position in order to allow a taxpayer that has acquired shares both before and after the 
beginning of the 365-day period to similarly designate the order of disposition. 


Under section 112(8), if a taxpayer has entered into a "synthetic disposition arrangement" in 
respect of a share or other property, and the period of the arrangement is 30 days or more, 
the taxpayer is deemed not to own the property during the period of the arrangement for 


purposes of meeting the 365-day period requirement in section 112(3.01).282 A synthetic 
disposition arrangement is defined in section 248(1), in general terms, as an arrangement 
entered into by the taxpayer in respect of a property, the effect of which is to eliminate all or 
substantially all of the taxpayer's risk of loss and opportunity for gain in respect of the 
property.228 Section 112(9) provides an exception to section 112(8), intended to ensure that 
it only applies where a synthetic disposition arrangement is used to allow the taxpayer to 
meet the 365-day period requirement that it otherwise would not have met. More 
particularly, section 112(9) provides that section 112(8) does not apply if the taxpayer owned 
the property throughout the 365-day period, determined without reference to section 
112(9), that ended immediately before the period of the arrangement. 


Under section 112(10), if there is a "synthetic equity arrangement" in respect of some, but 
not all, of the shares of a corporation owned by a person, and the shares are identical 
properties, the synthetic equity arrangement is deemed to be in respect of the shares in the 
order in which they were acquired by the person for purposes of section 112(3).289 A 
synthetic equity arrangement is defined in section 248(1), very generally, as an agreement 
or arrangement entered into by a person in respect of a "DRA share" that has the effect of 
providing all or substantially all of the risk of loss and opportunity for gain or profit in 
respect of the share to one or more counterparty.222 A DRA share includes a share owned by 
the person, and certain other shares in respect of which the person has rights to receive 
dividends. 


The Department of Finance June 2015 Explanatory Notes indicate that the purpose of 
section 112(10) is to ensure, inter alia, that a person cannot circumvent the dividend stop- 
loss rules by matching synthetic equity arrangements with more recently acquired shares so 
as to allow earlier acquired shares to meet the 365-day ownership requirement. The 


Explanatory Notes provide the following example of the operation of section 112(10): 


A taxable Canadian corporation (the "Taxpayer") owns 500 shares of ABC Co. These shares were acquired 
at the following dates: 


¢ 100 of the shares were acquired on September 1, 2015; 
¢ 300 of the shares were acquired on December 1, 2015; and 
¢ 100 of the shares were acquired on March 1, 2016. 


On July 1, 2016, the Taxpayer enters into a six-month cash-settled total return swap that references 100 
shares of ABC Co. On January 1, 2017, on termination of the swap, the Taxpayer actually disposes of the 
500 shares of ABC Co. 


During the term of the swap, the Taxpayer will have a synthetic equity arrangement in respect of 100 
shares of ABC Co. Since the Taxpayer owns a total of 500 shares of ABC Co., section 112(10) will apply to 
provide that the synthetic equity arrangement will be matched with the shares of ABC Co. in the order in 
which the Taxpayer acquired those shares (i.e., on a first-in-first-out ("FIFO") basis). As such, the shares 
of ABC Co. referenced under the swap will be matched, on a FIFO basis, with the 100 shares of ABC Co. 
that were acquired on September 1, 2015. 


FOOTNOTES 


281 uTaxable dividend" is defined in s. 89(1), generally, as a dividend other than a capital dividend. 
But see also s. 112(6)(a) discussed above. 


282. Formerly defined in s. 83(2.1), and only payable before May 24, 1985. The reference to life 
insurance capital dividends is presumably missing from the dividend stop-loss rules for 
individuals because these rules did not apply to individuals prior to April 27, 1995. 


283 and the obligation to pay Part IV tax will not be affected by the application of the dividend 
stop-loss rules. Interpretation Bulletin IT-328R3, paragraph 10, dated February 21, 1994. 


284where there is more than one series of a class, "5% of the issued shares of any class" should 
be read as "5% of the issued shares of any series of a class," pursuant to s. 248(6). See also IT- 
328R3, ibid. at paragraph 11. Where a deemed dividend is received under s. 84(3), the deemed 
"separate class" of shares will not be considered a separate class for purposes of s. 112(3.01). 
Technical Interpretation, CRA Document 2005-0112921E5, dated April 27, 2005. 


285 «private corporation" is defined in s. 89(1), generally, as a Canadian resident corporation that 


is not a "public corporation", is not controlled by a public corporation, a prescribed federal 
Crown corporation or any combination thereof. A "public corporation" is defined in s. 89(1), 
generally, as a Canadian resident corporation the shares of which are listed on a designated 


stock exchange in Canada or have previously been so listed in circumstances where the 
corporation has not elected to cease to be a public corporation. 


286 Round Table on Federal Taxation, 1998 APFF Conference, Q. 25, dated October 8, 1998. 


287 Section 112(8) is effective for agreements and arrangements entered into, or extended, after 
March 20, 2013. 


288, synthetic disposition arrangement also includes an arrangement entered into by a person or 
partnership that does not deal at arm's length with the taxpayer in respect of a property that 
would, if it had been entered into by the taxpayer, have had this effect, and it can reasonably 
be considered to have been entered into, in whole or in part, with the purpose of obtaining this 
effect. 


289 Section 112(10) is effective April 22, 2015. 


290, "synthetic equity arrangement" also includes an arrangement entered into by a person or 


partnership that does not deal at arm's length with, or is affiliated with, the particular person 
that would, if it had been entered into by the taxpayer, have had this effect, and it can 
reasonably be considered to have been entered into, in whole or in part, with the purpose of 
obtaining this effect. There are also various carve-outs from the definition of synthetic equity 
arrangement, including certain agreements traded on a recognized derivatives exchange. 
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(b) Partnerships 


Where the taxpayer (other than a partnership or a mutual fund trust) is a member of a 
partnership, section 112(3.1) applies to reduce the taxpayer's share of any loss of the 
partnership from the disposition of a share that is held by a partnership as capital property. 
Since the calculation of the reduction will turn on whether the partner is an individual, a 
corporation or a trust, section 112(3.1) does not reduce the loss at the partnership level, but 
rather at the level of the partner. Also, because it does not apply to partners that are 
themselves partnerships and applies in respect of the partner's share of a loss from the 
disposition of a share held by any partnership, it will apply through tiered partnerships. 


The loss grind for natural persons and corporations that are partners of a partnership under 
sections 112(3.1)(a) and (b), respectively, is generally the same as under sections 112(3)(a) 
and (b) described above. The sole difference, consistent with the principle that the provision 
applies at the level of the partner rather than the partnership, is that the relevant loss 
amount is the partner's share of the loss, rather than the full amount of the loss. Thus, for 
example, in the case of a natural person, the partner's share of the loss of the partnership 
will be reduced by the lesser of the capital dividends received by the person on the share and 
the amount of the person's share of the loss less any taxable dividends received by the 
person on the share. 


In the case of a partner that is a trust, it is necessary to look both to section 112(3.1)(a), 
which concerns individuals (i.e., both natural persons and trusts) and section 112(3.1)(c), 
which deals exclusively with trusts. The first concerns amounts retained by the trust, and 
the second concerns amounts distributed to beneficiaries. Under section 112(3.1)(a), the 
trust's share of the loss will be reduced by the lesser of (i) the capital dividends received by 
the trust on the share under section 83(2) (other than such dividends deemed to be taxable 
dividends under the anti-avoidance rule in section 83(2.1)) and (ii) the amount of the trust's 
share of the loss less any taxable dividends received by the trust on the share. Under section 
112(3.1)(c), the trust's share of the loss will be reduced by the total of all taxable dividends 
and life insurance capital dividends received by the trust on the share and distributed to a 
beneficiary that was a corporation, partnership or trust, where the trust made a designation 
in respect of the beneficiary under section 104(19) or (20). 


However, by virtue of section 112(3.12), where a taxable dividend designated under section 
104(19) is distributed to a partnership or trust, and it can be established that the dividend 
was received by a natural person, the taxable dividend will not be applied to reduce the 
trust's share of the loss under section 112(3.1)(c). This exception is based on the principle 


that if this dividend is ultimately subject to tax in the hands of a natural person, it should not 
reduce the loss. 


While the application of section 112(3.1)(a) will be affected by a designation under section 
104(19), the provisions do not integrate as well as they might. Where a trust that is resident 
in Canada throughout the year receives a taxable dividend in the year from a taxable 
Canadian corporation and the amount of the dividend was part of an amount that was 
included in the income of a beneficiary, the trust is entitled to make a designation in respect 
of that beneficiary under section 104(19). Where section 104(19) applies in respect of a 
distribution from the trust, the distribution is deemed to be a taxable dividend (other than 
for purposes of Part XIII) received by the beneficiary and, for certain purposes, including 
section 112, is deemed not to have been received by the trust. Thus, taxable dividends 
designated under section 104(19) will not be available to limit the amount of the loss 
reduction under section 112(3.1)(a)(ii). This is different from the treatment under section 
112(3.2)(b)(ii), discussed in §2.6.4(c) below, which would apply if the trust held the shares 
directly, rather than through a partnership. In that case, the loss reduction in respect of 
capital dividends received by the trust would be reduced by the amount of any taxable 
dividends designated under section 104(19) to either a corporation, a partnership, or 
another trust, if the 5/365 test is met, or to a natural person. In other words, a trust's loss in 
respect of a share may be subject to a larger reduction where that loss is realized through a 
partnership than where it holds that share directly. 


The application of section 112(3.1)(a) will not be affected by a designation under section 
104(20), which deals, generally, with capital dividends. Where a trust receives a capital 
dividend from a taxable Canadian corporation in a taxation year throughout which it was 
resident in Canada and the amount of the dividend is considered part of an amount that 
became payable to a beneficiary, the trust is required to make a designation in respect of 
that beneficiary under section 104(20) for certain purposes of the Act. The designated 
amount will not be taxable to the beneficiary and, since section 104(20) does not deem the 
dividend not to be received by the trust, the designation will have no impact on the 
application of section 112(3.1)(a). 


Like section 112(3.01), discussed in §2.6.4(a) above, section 112(3.11) provides an exception 
in certain circumstances for dividends paid on shares held throughout the 365-day period 
prior to the disposition, so that such dividends will not be applied to reduce the loss under 
section 112(3.1)(a)(i), (b) or (c). Section 112(3.11) looks to the aggregate holdings of the 
partnership, the particular partner and any persons with whom the partner does not deal at 
arm's length in determining whether the 5% threshold has been exceeded. Shares held by a 
person with whom the partnership did not deal at arm's length are not counted towards the 
5%. Since only the shares disposed of by the partnership are relevant to section 112(3.1), 
only the shares held by the partnership must have been held for the 365-day period. 


As with section 112(3.01), section 112(3.11) provides that the 5/365 exception is only 
available in respect of a dividend that is a "qualified dividend." Section 112(6.1)(a) provides 
that a qualified dividend is a dividend other than a deemed dividend under section 84(3). 
Section 112(6.1)(b)(iv) provides that where the dividend is a section 84(3) dividend, it will be 
a qualified dividend in respect of a share held by a partnership where the dividend is 
included in the income of a member of the partnership and either the member is an 


individual or a private corporation when the dividend is received by it and the dividend is 
paid by another private corporation. A section 84(3) dividend will also be a qualified 
dividend if the member is a trust and the dividend is designated under section 104(19) in 
respect of a beneficiary that is a natural person; a private corporation when the dividend is 
received by it and the dividend is paid by another private corporation; another trust that 
does not make a section 104(19) designation; a partnership all of the members of which are 
natural persons, corporations or trusts as described above when the dividend is received; or 
a trust or partnership where it is established that the dividend is received by a natural 
person, corporation or trust as described above. 


Sections 112(8) and (9) may apply for purposes of section 112(3.11) to restrict a taxpayer's 
ability to meet the 365-day period requirement in section 112(3.11) where the taxpayer has 
entered into a synthetic disposition arrangement in respect of a property. These rules are 
discussed in §2.6.4(a) above in respect of section 112(3.01), and apply to section 112(3.11) 
on the same basis. 


Section 112(10) may apply for purposes of section 112(3.1) if there is a synthetic equity 
arrangement in respect of some, but not all, of the shares of a corporation owned by a 
person. This rule is discussed in §2.6.4(a) in respect of section 112(3), and applies in respect 
of section 112(3.1) on the same basis. 


Section 100(4) prevents a partner from disposing of its partnership interest prior to the 
fiscal year end of the partnership and realizing a loss on the partnership interest that is 
attributable to a share without regard to section 112(3.1). It provides that, where a taxpayer 
realizes a capital loss on the disposition of a partnership interest, the loss is reduced by the 
amount that its share of the partnership loss would have been reduced under section 
112(3.1) if: (a) the fiscal period of every partnership that includes the time of the disposition 
of the interest had ended immediately before the disposition and (b) the partnership that 
owned the share had disposed of it immediately before the end of that fiscal period at fair 
market value. This rule would appear to apply for all purposes of section 112(3.1) so that, for 
example, if the disposition of the interest occurred prior to the expiry of the 365-day period 
in section 112(3.11), the dividends on the share would not be excluded notwithstanding that 
the partnership may in fact meet this test when the share is actually sold. 


A partner's adjusted cost base in a partnership interest is generally reduced by the partner's 
share of any losses for a fiscal year of the partnership under section 53(2)(c)(i). Section 53(2) 
(c)(i)(C) provides that the partner's loss for purposes of this reduction is determined without 
reference to section 100(4) or 112(3.1), thus preventing the partner from realizing the loss 
on the partnership interest in a subsequent fiscal year. 


CRA has expressed the view that section 100(4) applies at the time of the actual disposition 
of the partnership interest, so that if section 40(3.4) also applied to the disposition, section 
100(4) would apply first to reduce the loss, with any remainder being subject to the deferral 


under section 40(3.4).224 


FOOTNOTES 


291 Technical Interpretation, CRA Document 2009-031543117, dated November 12, 2009. 
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(c) Trusts 


The rules in section 112(3.2) dealing with shares held by a trust (other than a mutual fund 
trust) are complicated by the fact that a trust is entitled to deduct amounts from its income 
on a distribution to a beneficiary under section 104(6) and, where it is resident in Canada 
throughout the year, can designate under section 104(19) that taxable dividend income 
distributed to beneficiaries be treated as received by the beneficiary (other than for 
purposes of Part XIII) and, for certain purposes including section 112, not by the trust. Also, 
under section 104(20), a trust that is resident in Canada throughout the year is required to 
designate capital dividends for certain purposes of the Act, including the dividend stop-loss 
rules in sections 112(3.1), (3.2), (3.31) and (4.2). Thus, section 112(3.2) seeks to take these 
distributions and designations into account in determining the effect of dividends received 


by a trust on a share on a loss realized by the trust on that share.222 As noted above, it does 
so more comprehensively than section 112(3.1). 


Section 112(3.2)(a) provides that a loss realized by a trust on a disposition of a share held as 
capital property will generally be reduced by the lesser of (i) the capital dividends received 
on the share under section 83(2) (other than such dividends deemed to be taxable dividends 
under the anti-avoidance rule in section 83(2.1)) and (ii) the amount of the loss, otherwise 
determined, minus all the amounts determined under sections 112(3.2)(a)(ii)(A) to (C). 
Section 112(3.2)(a)(ii)(A) is the amount of taxable dividends received by the trust on the 
share, while sections 112(3.2)(a)(ii)(B) and (C) concern certain taxable dividends received 
on the share and designated under section 104(19). Section 112(3.2)(a)(ii)(B) represents the 
amount of taxable dividends designated under section 104(19) in respect of a beneficiary 
that is a natural person. This rule effectively consolidates the taxation of the trust and the 
beneficiary for purposes of the calculation under section 112(3.2)(a). Section 112(3.2)(a)(i) 
(C) represents dividends designated under section 104(19) in respect of a beneficiary that is 
a corporation, partnership, or trust, provided that the trust owned the share throughout the 
365-day period that ended immediately before the disposition and the dividend was received 
at a time when the trust, the beneficiary and any persons not dealing at arm's length with 
the beneficiary owned less than 5% of any class of shares of the payer corporation. The 
exception in section 112(3.2)(a)(ii)(C) is only available for dividends that are "qualified 
dividends," as discussed below. 


Where the trust is a "graduated rate estate", section 112(3.2)(a)(iii) limits the effect of the 
stop-loss rules on a share, generally, to take into account any gain realized on the deemed 


disposition on death under section 70(5).293 CRA has noted, in connection with this rule, 


that the stop-loss rule in section 112(3.2) applies on a share by share basis.224 


Also, under section 112(3.2)(b), the trust's loss will be further reduced by the total of all 
taxable dividends and life insurance capital dividends received by the trust on the share and 
distributed to a beneficiary that was a corporation, partnership or trust, where the trust 
made a designation in respect of the beneficiary under section 104(19) or (20). 


The 5/365 exception in section 112(3.2)(a)(ii)(C) applies in respect of dividends designated 
under section 104(19) in respect of a beneficiary that is a corporation, partnership or trust. 
Sections 112(3.31) and (3.32) effectively expand the 5/365 exception. Under section 
112(3.31), a dividend is not included in section 112(3.2)(a)(i) (thereby reducing the amount 
of the loss reduction for capital dividends under section 112(3.2)(a)) or in section 112(3.2)(b) 
(thereby reducing the amount of the loss reduction for taxable dividends and life insurance 


capital dividends under section 112(3.2)(b))222 if it was received on a share that the trust 
owned throughout the 365-day period ending immediately before the disposition and one of 
two conditions are met: the dividend was designated under section 104(19) or (20) and 
received when the trust, the beneficiary and any persons with whom the beneficiary was not 
dealing at arm's length did not own more than 5% of the issued shares of any class of the 
payer corporation; or, if the dividend was not designated under section 104(19) or (20), the 
dividend was received when the trust and any persons with whom the beneficiary was not 
dealing at arm's length did not own more than 5% of the issued shares of any class of the 
payer corporation. 


Under section 112(3.32), a taxable dividend designated by the trust in respect of a 
beneficiary that was a corporation, partnership or trust is not included in section 112(3.2)(b) 
(thereby reducing the amount of the loss reduction for taxable dividends and life insurance 
capital dividends under section 112(3.2)(b)) if it can be established that the dividend was 
received by a natural person or if the dividend was received on a share that the trust owned 
throughout the 365-day period ending immediately before the disposition and the dividend 
was received when the trust, the beneficiary and any persons with whom the beneficiary was 
not dealing at arm's length did not own more than 5% of the issued shares of any class of the 
payer corporation.22© 

As with the 5/365 exception in section 112(3.2)(a)(ii)(C), sections 112(3.31) and (3.32) only 
apply to dividends that are "qualified dividends." Section 112(6.1)(a) provides that a 
qualified dividend is a dividend other than a deemed dividend under section 84(3). Section 
112(6.1)(b)(iii) addresses circumstances where the dividend is a section 84(3) dividend. 
Under section 112(6.1)(b)(iii)(A), such a dividend will be a qualified dividend where the 
dividend is received by the trust. Since section 104(19) provides that a dividend designated 
thereunder is deemed not to have been received by the trust for purposes of section 112, 
section 112(6.1)(b)(iii)(A) will not apply where the trust has made such a designation. Under 
sections 112(6.1)(b)(iii)(B) and (C), where the trust makes a designation under section 
104(19) in respect of a beneficiary, the section 84(3) deemed dividend will be a qualified 
dividend if: 


(1) the beneficiary is a natural person; 


(2) the beneficiary is a "private corporation" and the dividend was paid by another 


"private corporation" 297 
(3) the beneficiary is another trust that does not make a designation under section 
104(19) in respect of the dividend; 


(4) the beneficiary is a partnership all of the members of which are persons 
described in (1) to (3) above at the time that the dividend was received; or 


(5) the beneficiary is another trust or a partnership and the trust establishes that the 
dividend is received by a person described in (1) to (3) above. 


Sections 112(8) and (9) may apply to sections 112(3.2), (3.3), (3.31) and (3.32) to restrict a 
taxpayer's ability to meet the 365-day period requirement in section 112(3.11) where the 
taxpayer has entered into a synthetic disposition arrangement in respect of a property. 
These rules are discussed in §2.6.4(a) above in respect of section 112(3.01), and apply to 
sections 112(3.2), (3.3), (3.31) and (3.32) on the same basis. 


Section 107(1)(c) provides a similar rule to that in section 100(4), dealing with partnership 
interests, which prevents the circumvention of section 112(3.2) through a disposition by a 
taxpayer (other than a mutual fund trust) of a capital interest in a trust.298 Generally, the 
rule reduces the loss realized on the disposition of the interest by the amount of any 
distributed dividends designated under section 104(19) or (20) that are either deductible or 
not taxable in the hands of the taxpayer. Where the taxpayer is a corporation, section 107(1) 
(c)(i)(A) applies to reduce the loss by the amount of any taxable dividends designated by the 
trust under section 104(19) in respect of the taxpayer that are deductible to the taxpayer 
under section 112, 115(1) or 138(6), as well as capital dividends designated by the trust 
under section 104(20) in respect of the taxpayer. Where the taxpayer is another trust, 
section 107(1)(c)(i)(B) applies to reduce the loss by the amount of any dividends designated 
by the trust under section 104(19) or (20) in respect of the taxpayer. No allowance is made 
for taxable dividends that are subsequently distributed by the other trust and made subject 
to a further designation by that trust under section 104(19). Finally, where the taxpayer is a 
natural person, section 107(1)(c)(i)(C) applies to reduce the loss by the amount of any 
dividends designated by the trust under section 104(20) in respect of the taxpayer. There is 
no parallel to the 5/365 rule in sections 112(3.2)(a)(@i)(C), 112(3.31), and (3.32) for section 
107(1)(c). 


In order to prevent double-counting, section 107(1)(c)(ii) excludes amounts previously 
applied under section 107(1)(c) to reduce a loss on a prior disposition of an interest in the 
trust. 


Section 107(1)(c) does not apply to beneficiaries that are partnerships. Partnership 
beneficiaries are dealt with under section 107(1)(d) which, like section 112(3.1), applies the 
stop-loss at the level of the partner rather than the partnership. Section 107(1)(d) applies to 
reduce the share of a person, other than a partnership or mutual fund trust, in the loss of the 
partnership from the disposition. Thus, like section 112(3.1), section 107(1)(d) will apply 
through tiered partnerships to the ultimate corporate or individual partner, generally on the 
same basis as in section 107(1)(c). 


FOOTNOTES 


292 Section 112(3.2) applies in respect of a trust to which the 21-year deemed disposition rule in s. 
104(4) has not applied. Where s. 104(4) has applied to the trust, s. 112(3.3), and not s. 
112(3.2) will apply. This rule largely parallels s. 112(3.2), as discussed below, but takes into 
account any gain previously realized on the deemed disposition of the share under s. 104(A4). 


293 » "graduate rate estate" is defined in s. 248(1), in general terms, as a testamentary trust that 


has been in existence less than 36 months. 
294 Technical Interpretation, CRA Document 2007-022437117, dated May 30, 2007. 


295 Section 112(3.31) also applies for purposes of s. 112(3.3)(a)(i), which concerns capital 
dividends received by trusts to which the 21-year deemed disposition rule in s. 104(4) has 
previously applied. 


296 sections 112(3.31) and (3.32) do not specify whether the relevant time for the determination of 
the 5% ownership is the time at which the dividend is received by the trust or by the 
beneficiary. Section 104(20) does not deem the beneficiary to have received the dividend, so 
that the only relevant time for such dividends should be when received by the trust. Under s. 
104(19), which concerns taxable dividends, a taxable dividend is deemed not to have been 
received by the trust for purposes of s. 112, and to have been received by the beneficiary, 
though no particular time is specified as the time at which the beneficiary receives the 
dividend. Since the only fixed time of receipt for the dividend is the time that it is received by 
the trust, this seems the most likely time for purposes of ss. 112(3.31) and (3.32). 


297 See supra note 285. 


2987, should be noted that while mutual funds are generally excluded from the operation of the 
dividend stop-loss rules, a loss realized on a disposition of a unit of a mutual fund trust can be 
reduced under s. 107(1)(c). 
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(d) Grandfathered Shares 


In certain limited circumstances, shares owned on April 26, 1995 will be "grandfathered" 
and not subject to sections 112(3) to (3.2) where they are disposed of to the corporation that 
issued them.222 Very generally, the shares must have been owned on that date by an 


individual, or a trust under which an individual was a beneficiary, and a life insurance policy 
must have existed on that date for the purpose of funding the redemption of the shares.300 


FOOTNOTES 


299 For these purposes, a share acquired on an exchange for another share under section 51, 85, 
86, or 87 will be considered to be the same share as the exchanged share, so that the grand- 
fathering rules will apply through any number of rollover exchanges. 


300 see Income Tax Technical News No. 12, dated February 11, 1998. 


2019 Thomson Reuters Canada Limited 
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(e) Exchanged Shares 


Section 112(7) deems a share acquired on an exchange under any of section 51, 85.1, 86, or 
87 to be the same share as the old share for purposes of sections 112(3) to (3.32).301 
Dividends paid on the old shares will therefore be treated as having been paid on the new 
shares for purposes of the dividend stop-loss rules. 


Section 85 is presumably not included in section 112(7) because, unlike sections 51, 85.1, 
86, and 87, it does not allow the transferor to preserve an unrealized loss in the old shares in 
the new shares, since by virtue of section 85(1)(c) the agreed amount cannot exceed the fair 
market value of the transferred share. CRA has indicated that, while section 112(7) will not 
apply in respect of a section 85 rollover, it may apply GAAR where the rollover was 


undertaken to avoid its application.292 Certain adjustments are made to account for 


exchanges other than on a one-for-one basis. Thus, section 112(7)(a) provides that a 
dividend received on an old share is deemed to have been received on the new share in 
proportion to the shareholder's adjusted cost base immediately after the exchange of that 
share relative to the shareholder's adjusted cost base immediately after the exchange of all 
new shares acquired on the exchange for the old share. Similarly, section 112(7)(b) provides 
that the amount by which the loss on the new share may be reduced as a result of section 
112(7) cannot exceed the adjusted cost base of the old share. As with dividends, this limit is 
allocated among the new shares received for the old shares based on the shareholder's 
adjusted cost base in the new shares immediately after the exchange. 


FOOTNOTES 


301 section 87(2)(x) carries over the dividend history and ownership for the old shares to the new 
shares for purposes of ss. 112(3) to (4.22). See chapter 7 for a discussion of s. 87. 


302¢RA Round Table, 2011 APFF Conference, Q. 7, CRA Document 2011-0412171C6, dated 
October 7, 2011. 
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(f) Non-Resident Individuals 


Section 40(3.7) deals with individuals who dispose of property after ceasing to be resident in 
Canada. In applying the dividend stop-loss rules discussed above in such a situation, any 
dividends received by or deemed to be paid to the individual under Part XIII after the 
individual became a non-resident are deemed to have been tax-free dividends, so that these 
dividends may be applied to reduce any loss realized on the disposition. This is accomplished 
by deeming the individual to be a corporation in respect of the dividends and to have 


deducted the dividends under section 112 in computing the individual's income.223 


FOOTNOTES 


303 4 credit may, however, be available under s. 119. See Technical Interpretation, CRA Document 
9640475, dated April 16, 1999, and Technical Interpretation, CRA Document 2005 0159711E5, 
dated January 19, 2007 for a discussion of this provision. 


2019 Thomson Reuters Canada Limited 
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2.6.5 Certain Inventory: Section 18(15) 


Section 18(15) provides a limited loss suspension rule for certain inventory of a taxpayer 
engaged in the business of lending money and for inventory of a person engaged in an 
adventure or concern in the nature of trade. Sections 18(13) and (14) set out the criteria for 
the application of section 18(15). Section 18(15) will not apply on a taxable winding-up of the 
transferor by virtue of section 69(5)(d). 


Under section 18(13), section 18(15) will apply where: 


(1) a taxpayer, other than an insurer, disposes of property (other than property that 
is "excluded property" as defined in section 95(1), for purposes of computing the 
exempt, hybrid or taxable surplus or deficit account of a foreign affiliate) that is a 
share, loan, bond, mortgage, agreement for sale, or other indebtedness (sections 
18(13)(a), (c) and (e)); 


(2) the disposition does not arise in the circumstances set out in sections (c) to (g) of 
the definition of "superficial loss" in section 54 (section 18(13)(b)) ;304 


(3) the property was used or held in the course of the taxpayer's ordinary business of 
lending money (section 18(13)(d)); 


(4) the property was not capital property of the taxpayer (section 18(13)(f); 


(5) during the period that begins 30 days before and ends 30 days after the 
disposition, the taxpayer or a person affiliated with the taxpayer acquires a property 
that is, or is identical to, the property (the "substituted property") (section 18(13) 
(g)); and 


(6) at the end of the period, the taxpayer or an affiliated person owns the substituted 
property (section 18(13)(h)). 


By virtue of section 142.7(7)(a), section 18(13) will not apply on a deemed disposition arising 
on the taxpayer becoming a financial institution or, if the taxpayer is a financial institution at 
the time of disposition, where the property is a "specified debt obligation" or a "mark-to- 
market property" for the year.22° This will exclude most shares and debts held by financial 
institutions from the operation of this rule. 


Under section 18(14), section 18(15) will apply where: 


(1) a person disposes of property that is inventory of a business that is an adventure 
or concern in the nature of trade (sections 18(14)(a) and (b)); 


(2) the disposition did not arise on certain deemed dispositions, including on 
emigration or on becoming a tax exempt (section 18(14)(c)) ;306 


(3) during the period that begins 30 days before and ends 30 days after the 
disposition, the transferor or a person affiliated with the transferor acquires a 
property that is, or is identical to, the property (the "substituted property") (section 
18(14)(d)); and 


(4) at the end of the period, the transferor or an affiliated person owns the 
substituted property (section 18(14)(e)). 


A right to acquire a property (other than a security right derived from a mortgage, 
agreement for sale or similar obligation) is deemed by section 18(16) to be a property that is 
identical to that property. CRA's comments on what constitutes identical property in 
Interpretation Bulletin IT-387R2 for purposes of the superficial loss rules should apply 
equally for sections 18(13) and (14).322 Also, by virtue of section 248(12), a debt obligation 
of a corporation will be deemed to be identical to another debt obligation of that corporation 
if both are identical in all rights, except in regard to principal amount. 


Where section 18(15) applies, the loss will be deemed to be nil and suspended in the hands 
of the transferor until the occurrence of a triggering event. These are largely identical to the 
triggering events under section 40(3.4), discussed above at §2.6.1(a), with the exception of 
the deemed disposition under section 50, which is only available for capital property. 


For purposes of the triggering events, a partnership that ceases to exist after the initial 
disposition is deemed not to have ceased to exist and each partner of the partnership at the 
time that it ceased to exist is deemed to remain a partner of the partnership. This deemed 
continuation of the partnership continues until the occurrence of the first triggering event. 


FOOTNOTES 


304 566 §2.6.1(b). 
305 Defined in s. 142.2(1). 


306 tinder ss. 128.1 and 149(10), respectively. Section 18(14)(c) also excludes a deemed 
disposition under ss. 10.1(6) or (7) (eligible derivatives), s. 70 (on death), s. 104(4) (21-year 
rule for trusts), s. 132.2(3)(a) or (c) (qualifying exchange for a mutual fund), s. 138(11.3) 
(regarding certain property of a Canadian resident life insurer that carries on an insurance 
business in Canada and outside of Canada) and s. 138.2(4) (segregated fund merger). 


307 supra note 201. See the discussion at §2.6.1(c) above. 


2019 Thomson Reuters Canada Limited 
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2.7 Non-Arm's Length Transfer of Depreciable Property: Section 13(7)(e) 


Sections 13(7)(e)(i) and (ii) can apply to reduce the cost to a taxpayer of depreciable 
property acquired in a non-arm's length transaction. These provisions are generally 
intended to prevent an increase in cost for purposes of depreciation to the extent that the 
non-arm's length transferor realized a capital gain on the disposition, and do so by reducing 
the taxpayer's cost by the non-taxable portion of the capital gain. As such, these provisions 
apply only for purposes of the rules relating to the taxpayer's undepreciated capital cost in 
the property, and will not apply for purposes of determining the taxpayer's capital gain on a 
subsequent disposition.228 Section 13(7)(e) does not apply in the case of a deemed 
disposition on death under section 70(5). Also, the consequences of section 13(7)(e) may be 
affected where the transferor replaces the transferred property in circumstances where the 


replacement property rules in section 13(4) or 44(1) apply, such that the transferor's 


undepreciated capital cost, capital cost or cost rolls over to the replacement property.222 


Thus, where a taxpayer (a person or a partnership) has acquired depreciable property (other 


than timber resource property),2!2 directly or indirectly in any manner whatsoever, from a 
person or partnership with whom the taxpayer does not deal at arm's length in respect of 
whom the property was capital property, and where the taxpayer's cost of the property, 
otherwise determined, was greater than the cost or capital cost of the property to the 
transferor immediately before the transfer, then the taxpayer's capital cost of the property 
will be deemed to be equal to: (i) the transferor's cost or capital cost, as the case may be, of 
the property immediately before the disposition; and (ii) one-half of the amount by which the 
transferor's proceeds of the disposition exceed such cost or capital cost.211 

Where the transferor is an individual resident in Canada or a partnership of which such an 
individual or another partnership is a partner, any capital gains exemptions claimed by the 
transferor under section 110.6 are also excluded from the transferee's capital cost. Thus, in 
such a case, the amount under (ii) above is the total of one-half of the amount by which the 
transferor's proceeds of disposition exceed its cost or capital cost, twice the amount 
deducted under section 110.6 in respect of the amount by which the proceeds exceed the 


cost or capital cost and any amount required to be deducted under section 110.6(21).2!2 


Section 13(7)(e)(ii) applies in the converse situation to that addressed in sections 13(7)(e)(i) 
and (ii). Where the transferor's cost or capital cost is greater than the transferee's cost of the 
property, otherwise determined, the transferee is deemed to have acquired the property at 
the transferor's cost, but to have taken a deduction under section 20(1)(a) to the extent of 
the difference. Such amount may, therefore, be subject to recapture in the hands of the 
transferee on a subsequent disposition, notwithstanding that the property may not have 


been depreciable property to the transferor.213 

It is CRA's position that where a taxpayer to which section 13(7)(e) has applied transfers the 
property under section 85, for purposes of section 85(5) (which applies to preserve 
recapture in the hands of the transferee in respect of depreciable property acquired on a 
transfer under section 85), the capital cost of the property to the taxpayer will be as 


determined under section 13(7)(e).344 


CRA takes the view that section 13(7)(e) can apply to the wind-up of a partnership under 
section 98(5).242 


Under section 1102(14) of the Regulations, depreciable property acquired from a person 
with whom the transferee does not deal at arm's length (otherwise than by virtue of section 


251(1)(b)) is generally deemed to be property of the same prescribed class of the transferee 
as it was of the transferor.21& 

If the transferor owned the depreciable property prior to 1972 and the value of the property 
on Valuation Day exceeded its cost, section 20(1)(b)(i) of the ITAR provides that (except, 
where section 13(7)(e) applies, for purposes of determining the capital cost of the property 
to the transferee) a transferee that is not dealing at arm's length with the transferor cannot 
include in its capital cost for capital cost allowance or capital gain purposes the amount that 
the transferor excludes from proceeds of disposition because of the tax-free zone. However, 
under section 20(1)(b)(ii) of the ITAR, for purposes of section 20(1) of the ITAR, the 
transferee corporation is deemed to have acquired the property before 1972 at a cost equal 
to the transferor's capital cost and to have owned the property continuously since 1971. 
Pursuant to sections 18(1) and 20(1.3) of the ITAR, where a taxpayer acquired depreciable 
property prior to 1972 from a non-arm's length person, at a price in excess of the capital cost 
of such property to the transferor, in computing any capital cost allowance in respect of the 
property, the taxpayer is limited to a capital cost equal to that of the transferor. Similarly, 
where pre-1972 depreciable property has been transferred between persons not dealing at 
arm's length at a price less than the capital cost of such property to the transferor, the 
capital cost of the property to the transferee is deemed under sections 18(1) and 20(1.3) of 
the ITAR to be the capital cost of the property to the transferor for the purposes of 


subsequently computing any recapture of capital cost allowance to the transferee 212 


FOOTNOTES 


308 Ry, virtue of the preamble to s. 13(7), s. 13(7)(e) only applies for capital cost allowance 
purposes under ss. 8(1)(Gj) and (p), 13, 20 and any relevant Regulations. See Special Projects, 
CRA Document 89M11280, dated November 29, 1989 and Advance Income Tax Ruling, CRA 
Document RCT 5-3109, dated April 27, 1989. 


309See Advance Income Tax Ruling, CRA Document 2002-0127033, dated January 1, 2002. 


310k ycluded because it does not give rise to a capital gain, pursuant to s. 39(1)(a)(iv). A non-arm's 
length transfer of a "timber limit," however, would be subject to s. 13(7)(e). 


311 For an example of the application of s. 13(7)(e)(i) to the transfer of a leasehold interest, see 
CRA Document 2004-0071821E5, supra note 258. 


312since, by virtue of s. 13(7)(e.1), an individual or personal trust is deemed to have dealt not at 
arm's length with himself, herself or itself where it elected under s. 110.6(19)(a) to crystallize 
accrued capital gains for purposes of the old $100,000 lifetime personal capital gains 
exemption in respect of depreciable property, s. 13(7)(e) will apply in respect of such a deemed 
disposition. See Technical Interpretation, CRA Document 2001-0076375, dated June 5, 2001 
and Technical Interpretation, CRA Document 9627945, dated September 25, 1996, where the 
taxpayer's reduced cost resulted in the effective denial of the taxpayer's loss on a subsequent 
disposition. 


313 Foy an example of the application of s. 13(7)(e)(iii) to the transfer of a leasehold interest, see 
CRA Document 2004-0071821E5, supra note 258. 


314 interpretation Bulletin IT-291R3, paragraph 30, dated January 12, 2004 and Technical 
Interpretation, CRA Document 9727195, dated March 3, 1999. This replaces CRA's prior 
position as set out in Technical Interpretation, CRA Document 9636425, dated August 7, 1997. 


315 Technical Interpretation, CRA Document 9518885, dated October 2, 1995. 


316 subject to the anti-avoidance rule in s. 1102(20) of the Regulations. Special rules apply for 
Class 41 property, which is dealt with in ss. 1102(14.11) and (14.12). 


317 S¢¢ Interpretation Bulletin IT-217R, dated August 16, 1996 (archived) for a discussion of these 
rules. 
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2.8 Class 14.1 Depreciable Property 


Prior to 2017, a taxpayer was generally entitled to claim, in respect of a business, a 
deduction under old section 20(1)(b) not exceeding 7% of its "cumulative eligible capital", or 
"CEC", in respect of the business. Effective January 1, 2017, the eligible capital property 
rules were repealed, and property that was eligible capital property became Class 14.1 
depreciable property. Transitional rules, dealing generally with the repeal of the eligible 
capital property rules and the creation of Class 14.1 depreciable property can be found in 
sections 13(38) to (42). 
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(a) Non-Arm's Length Transfers 
(i) Extension of Old Sections 14(3) and 14(5) 


Under the old eligible capital property rules, section 14(3) and variable A.1 of the definition 
of CEC in section 14(5) provided a parallel rule for eligible capital property to the rule in 
section 13(7)(e) for depreciable property, applying, where relevant, to reduce the cost to a 


taxpayer of eligible capital property acquired in a non-arm's length transaction.218 


Under the old rules, a taxpayer would generally include in its CEC in respect of a business, 
under variable A of the definition of CEC, 3/4 of the total of all "eligible capital 
expenditures", or "ECE", incurred by the taxpayer in respect of the business, in excess of the 
amount determined under a formula comprising variables A.1 through A.4. Variable A.1, 
which was the main variable in this formula, referred to amounts required to be included in 
the income of a person or partnership not dealing at arm's length with the taxpayer in 
respect of the disposition, after December 20, 2002, of eligible capital property acquired by 
the taxpayer directly or indirectly from the transferor. The formula provided, generally, that 
the taxpayer's ECE would be reduced by one-half of the amount determined under variable 
A.1, minus the amount claimed by the transferor under section 110.6 in respect of the 
disposition (since this amount was addressed under section 14(3), discussed below). Where 
there had been more than one disposition by the transferor of eligible capital property in the 
year, this amount would be multiplied by a fraction the numerator of which was the proceeds 
from that disposition and the denominator of which was the transferor's aggregate proceeds 
of disposition for eligible capital property in the year. 


The reduction of the taxpayer's CEC applied only for the period of time prior to the 
taxpayer's disposition of the property: i.e., only for purposes of determining the taxpayer's 
deduction under old section 20(1)(b). In other words, on a subsequent disposition of the 
eligible capital property by the taxpayer, the reduction would effectively fall away, and the 
taxpayer's CEC would be computed without reference to variable A.1. This mechanism is 
preserved in the transitional rule in section 13(42)(a), which provides that where a taxpayer 
owns Class 14.1 depreciable property in respect of a business at the beginning of 2017 that 
was an eligible capital property in respect of the business immediately before 2017, and if 
the amount determined for variable A would have been increased if the property had been 
sold, then the capital cost of the property is deemed to be increased by 4/3 of the amount of 
that increase for purposes of the Act, other than for purposes of section 20 and the 
regulations under section 20(1)(a). 


Section 14(3) similarly applied where a person or partnership (the "taxpayer") acquired 


eligible capital property in respect of a business from a person or partnership with which the 
taxpayer did not deal at arm's length and the property was eligible capital property to the 
transferor, other than property acquired on the death of the transferor. Where it applied, the 
taxpayer's ECE in respect of the business, in respect of the acquisition, was reduced to 
account for any amounts claimed as a deduction under section 110.6 by any person with 
whom the taxpayer was not dealing at arm's length with respect to the disposition by the 
transferor, or any other disposition of that property occurring before that time. In the case of 
a partial disposition, CRA has expressed the view that section 14(3) applied on a pro rata 


basis. 312 


Section 14(3) operated by deeming the ECE of the taxpayer in respect of the business to be, 
under section 14(3)(a), the net proceeds recognized by the non-arm's length transferor for 
purposes of reducing the transferor's CEC pool,229 less the amounts set out in sections 14(3) 
(b), (b.1) and (b.2). The amount of the reduction depended on the year in which the 
deduction under section 110.6 was made, reflecting changes in the inclusion rates for ECE 
and capital gains.321 


Similar to the rule in variable A.1 of the definition of CEC, on a subsequent disposition of the 
property by the taxpayer the reduction under section 14(3)(b) was reversed to the extent 
that the taxpayer received proceeds of disposition in excess of the taxpayer's CEC as 
otherwise determined under section 14(3).322 While the transitional rule in section 13(42) 
(a), which preserves this mechanism with respect to variable A.1 of the definition of CEC, 
does not expressly refer to section 14(3), CRA has expressed the view that section 13(42)(a) 


also applies to preserve the reversal mechanism in 14(3).222 
(ii) Section 13(40) Transitional Rule 


Under the transitional rule in section 13(38), a taxpayer's CEC balance in respect of eligible 
capital property is converted into undepreciated capital cost of Class 14.1 depreciable 
property as of January 1, 2017. Generally, section 13(38)(a) deems the total capital cost of 
the new Class 14.1 property to be 4/3 of the old CEC balance as at January 1, 2017, plus 4/3 
of any depreciation claimed under old section 20(1)(b), minus 4/3 of any negative CEC 
balance as at January 1, 2017. Section 13(38)(c) generally deems the undepreciated capital 
cost of the Class 14.1 depreciable property at the beginning of 2017 to be equal to the old 
CEC balance. Since the undepreciated capital cost is not grossed up to 4/3 of the old CEC 
balance, excess recapture could arise on a disposition of the property. In order to address 
this, section 13(39) will apply, generally, in the event of non-rollover disposition, to increase 
the taxpayer's undepreciated capital cost of the class by the lesser of 1/4 of the proceeds of 
disposition of the property and 1/4 of the capital cost of the property. 


Section 13(40) drives off of the application of section 13(39), and applies to restrict a 
taxpayer's ability to step-up the undepreciated capital cost of Class 14.1 depreciable 
property that had been eligible capital property by way of an arm's length transfer. More 
particularly, section 13(40) applies where a taxpayer acquires Class 14.1 depreciable 
property as part of a transaction or series of transactions or events that includes a 
disposition of the property (or a similar property) at or before the time of the acquisition, by 
the taxpayer or a person who does not deal at arm's length with the taxpayer, and section 
13(39) applies in respect of that disposition. If section 13(40) applies, for purposes of 


determining the taxpayer's undepreciated capital cost of the class an amount is deemed to 
have been claimed by the taxpayer under section 20(1)(a) equal to the lesser of 1/4 of the 
capital cost of the property and the amount deemed by section 13(39) to have been added to 
the undepreciated capital cost of the class. 


FOOTNOTES 


318). with s. 13(7)(e), s. 14(3) did not apply in respect of a disposition arising as a consequence of 
the death of the transferor. See Technical Interpretation, CRA Document 9625665, dated April 
17, 1998 on the application of s. 14(3) to the wind-up of a partnership under s. 98(5). 


319 Technical Interpretation, CRA Document 2001-0103535, dated November 23, 2001 and 
Technical Interpretation, CRA Document 2000-0024257, dated July 4, 2000. 


320 That is, 4/3 of the amount in item E of the definition of CEC in s. 14(5) in respect of the 
disposition of the property. 


321 c¢¢ Interpretation Bulletin IT-123R, paragraph 23, dated June 1, 1997, for a discussion and 
illustrative example of the application of s. 14(3). 


322 his was achieved in ss. 14(3)(c) and (a). 


323 Se¢ Technical Interpretation, CRA Document 2016-0664451E5, dated November 6, 2016. 
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(b) Rollover to Controlled Corporation: Section 24(2) 


An automatic rollover applies under section 24(2) where an individual, on ceasing to carry 
on a business, transfers all of the Class 14.1 depreciable property in respect of that business 
owned by the individual to a corporation controlled, de jure or de facto, by the individual.224 
Section 24(2)(a) deems the individual to have disposed of the property for proceeds of 
disposition equal to the lesser of his or her capital cost and cost amount of the property, so 
that no recapture or terminal loss arises in respect of the disposition. By virtue of sections 
24(2)(b) and (c), the corporation generally steps into the shoes of the individual with respect 
to the Class 14.1 property for purposes of the Act. 


FOOTNOTES 


324. section 24(2) also applies on a transfer to a spouse or common-law partner. 
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2.9 Non-Arm's Length Transfer to Defeat Tax Liability 


Section 160(1) operates to prevent a person from transferring property to a spouse, a person 
under age 18 or any non-arm's length person, so as to avoid any income tax obligations of 
that person at the time of the transfer.222 Where a person has transferred property to sucha 
person, the transferee and transferor are jointly and severally liable under section 160(1)(e) 
to pay any amount that the transferor is liable to pay under the Act for the taxation year in 
which the transfer occurs and any preceding year. However, the transferee's liability is 
generally limited to the excess of the fair market value of the transferred property at the 


time of transfer over the fair market value of any consideration given for the property.22© 


Liability under section 160(1) can only arise in respect of federal tax, not provincial tax.322 


Section 160(1)(e) is applicable even if the transferor was not aware of any tax liability at the 
time of the transfer.222 Similarly, section 160 applies regardless of whether there is an 
intention to avoid payment of tax.222 Also, since the transferor's liability for tax is not 
dependent upon an assessment for that tax, and since the transferee's liability is triggered 
by the transfer of the property, and not the reassessment of the transferor, CRA takes the 
view that the transferee can be assessed under section 160(1) regardless whether the 
transferor has been assessed for the tax in question.222 


A transfer made without the knowledge of the recipient may be invalid and as such may not 
attract liability under section 160(1). In Leclair v. R.,331 the taxpayer's father had 
transferred property to her without her knowledge at a time when he was a tax debtor. She 
became aware of the transfer only upon receiving the notice of assessment under section 
160(1), and shortly thereafter she transferred the property back to him. The Court held that 
the initial transfer was a failed gift that was void ab initio, since it was effectively disclaimed 
by the taxpayer once she became aware of it, and as such did not expose the taxpayer to 
liability under section 160(1). 


The provisions of section 160(1) effectively permit a "cascading" effect whereby the liability 
of the original transferee passes to subsequent transferees through a series of transactions 
because each transferee will have a tax liability arising out of its joint and several liability 


with its transferor.222 The fact that intermediate transferees are not enriched by the 
transfers is irrelevant to the analysis under section 160(1).322 


Because the transferee's liability is generally limited to the excess of the fair market value of 
the transferred property over the fair market value of any consideration, a taxpayer can 


bring into issue either the value of the property transferred,234 the value of the 


consideration,222 whether a valid transfer of property took place22© or whether a non-arm's 


length relationship exists.222 Valuable consideration can include mortgage, tax, and utility 
payments on a family home made pursuant to a legal obligation to support a spouse or 
children222 and voluntary payment of mortgage payments, a spouse's legal fees, and 
household expenses.232 

When a taxpayer is assessed under section 160 in respect of the tax liability of a transferor of 
property, the taxpayer can also bring into issue the tax liability of the transferor, whether or 
not it has been finally determined, because a person not party to litigation cannot be bound 
by a judgment between other parties.342 


In Heavyside v. R.,341 the Federal Court of Appeal found that a section 160 assessment is not 
affected by the bankruptcy of the transferor and the subsequent extinguishment of the 
transferor's tax debt on discharge from bankruptcy. Section 160 creates a liability of the 
transferee in the year of the transfer which, although joint and several with the transferor, is 
personal to the transferee. In particular, section 179 of the Bankruptcy and Insolvency 
Act,242 which provides that the discharge of a bankrupt does not release a person jointly 


bound, applies to a transferee under section 160.342 


While Heavyside held that a discharge occurring after the transfer has no effect on the 
liability of the transferee under section 160(1), Martel c. R544 held that liability under 
section 160(1) is affected where the discharge occurs prior to the transfer. In that case, the 
tax debtor paid a dividend to the taxpayer after the approval by the Quebec Superior Court 
of a proposal under the Bankruptcy and Insolvency Act whereby the tax debt was partially 
reduced, but before the trustee in bankruptcy issued a certificate that the proposal had been 
fully performed. The Tax Court held that the discharge occurred when the proposal was 
approved by the Court, and as such the taxpayer's liability under section 160(1) was reduced 
in accordance with the order. 


In Furfaro-Siconolfi v. R.,2“2 the Court considered the time of transfer of property for the 
purpose of section 160(1). In that case, the taxpayer and her spouse, at the time of their 
marriage in 1977, made a marriage contract under the civil law of Québec pursuant to which 
the spouse agreed to pay $30,000 to the taxpayer "at any time during the marriage." The 
$30,000 was actually paid to the taxpayer in 1980, at which time her spouse was liable for 
unpaid tax. The minister assessed the taxpayer under section 160 in respect of the payment 
in 1980. In allowing the taxpayer's appeal, the Court held that "transfer" meant a transfer of 
beneficial ownership without necessarily the transfer of possession and found that the 
relevant provisions of the Quebec Civil Code made it clear that the gift under the marriage 
contract involved an immediate transfer to the taxpayer of the gift, so that the transfer 
became effective in 1977 and not in 1980. 


The payment of loaned funds does not vest the funds absolutely in the transferee and as such 


will not be a "transfer" for purposes of section 160.24© A transfer of property includes the 
transfer of legal title to a trustee so that the trustee can be liable under section 160 without 
holding any beneficial ownership in the property. Thus, a person holding funds for another 


will be liable under section 160.242 


The payment by a corporation of a cash dividend=48 or a dividend-in-kind to a shareholder 
with whom the corporation is not dealing at arm's length has also been found to be a transfer 
of property for the purpose of section 160(1), on the basis that the payment of the dividend 
impoverishes the payor corporation and enriches the recipient shareholder.242 The amount 
of the income inclusion under section 160(1) is not reduced by the amount of tax otherwise 
payable by the taxpayer on the dividend.222 Where, however, a corporation has paid a stock 
dividend it is neither enriched nor impoverished so that, the value of the assets of the 
corporation not being reduced, the payment of such dividend is not a transfer of property for 
the purposes of section 160(1).354 Nevertheless, CRA has expressed the view that section 
160(1) may apply in respect of the repurchase of shares issued by way of a stock dividend, on 
the basis that the words "transferred . . . directly or indirectly ... by any means whatsoever" 


in the preamble to section 160(1) should be interpreted broadly to transactions comprising 
352 


multiple steps.224 

In Mario Coté Inc. c. R.2°3 the Court considered a situation where a corporation paid a 
dividend to the taxpayer and, as a result of the payment of the dividend, received a tax 
refund in respect of a refundable dividend tax on hand balance. The corporation was later 
found not to have been entitled to the refund, and the taxpayer was assessed under section 
160. The Court held that the requirement to repay the refund constituted a tax liability for 
purposes of section 160, and that the liability arose in respect of the year in which the 
dividend was paid, and not in the year in which the refund was paid to the corporation. As 
such, the taxpayer was found liable under section 160. 


The Court in Davis v. R224 found that shareholders who worked for a corporation for 
nominal cash salary and received significant cash dividends had given full consideration for 
the dividends for the purposes of section 160(1)(e)(i). This finding may have been influenced 
by the fact that the corporation was solvent at the time the dividends were paid and that its 
subsequent inability to pay its tax resulted from an event subsequent to the payment of the 
dividends that was not reasonably foreseeable. CRA's view is that the decision in Davis does 
not mean that section 160 contains a solvency test; that is, the transferor of the property 
does not have to be insolvent for the provision to operate. It is also the CRA's view that 


dividends are not normally paid for consideration.225 This position finds support in the 
jurisprudence.226 


In Strachan v. R.,224 a sole shareholder of a corporation was held to have transferred 
property to his wife for purposes of section 160(1) when she subscribed for shares of the 
corporation for less than fair market value consideration. 


Where a corporation paid amounts to a person to satisfy judgments obtained by the person 
against a taxpayer, the taxpayer was found to be liable under section 160(1) because the 
payment enriched the taxpayer (by discharging the judgment) even though not paid to 
him.228 

The forgiveness of a debt was found to trigger liability under section 160(1) on the basis that 
a release of a debt claim constitutes a transfer of property by virtue of the fact that it results 


in the impoverishment of the creditor and the enrichment of the debtor.222 


There are no statute-barring provisions applicable to section 160 assessments and, pursuant 
to section 160(2), the minister may at any time assess a taxpayer in respect of any amount 
payable by virtue of that section.2°2 However, section 160(2) provides that the provisions of 
Division I of Part I are applicable mutatis mutandis in respect of an assessment made under 
section 160 as though it had been made under section 152. Thus, an assessment under 
section 160 will mark the commencement of the "normal reassessment period" in section 
152(3.1), so that any subsequent reassessment in respect of the transfer will be subject to 
the limitation period in section 152(4).25! Also, the 10-year limitation period in section 
222(A4) for the collection of a tax debt applies to section 160 assessments.262 


Since section 160(2) grants the minister the discretion to reassess a taxpayer "at any time," 


the Supreme Court held in Addison & Leyen Ltd. v. Canada 283 that the length of the delay 
before a decision on assessing a taxpayer is made does not suffice as a ground for judicial 
review,264 

Pursuant to section 160(3)(a), a payment by a taxpayer in respect of its joint and several 
liability imposed by section 160 operates to discharge or reduce the joint liability. However, 
under section 160(3)(b), payments by a taxpayer for tax owing by that taxpayer operate first 
to reduce directly that taxpayer's liability other than the joint and several liability imposed 
by section 160, and second to reduce the joint and several liability.2°2 Thus, for example, if 
the transferor owes $100,000 in tax and the transferee is liable under section 160 for 
$20,000, payments on account of tax by the transferor will not reduce the transferee's 
liability until those payments exceed $80,000. If there are two or more other taxpayers 
bearing joint liability, it is not clear how a payment by one taxpayer will discharge the 
liabilities of the others. Where a transferor tax debtor has tax liabilities for taxation years 
following the year of transfer and a part payment is made by that tax debtor, the transferee 
cannot argue, relying on the rule in Clayton's Case,2®© that such part payment must be 
applied against the earlier liability absent specific agreement with the minister to that 


effect.3672 


Section 160(4) of the Act provides that the provisions of section 160(1) do not apply in 
respect of property transferred after February 15, 1984, by a taxpayer to a spouse pursuant 
to a court order or a written separation agreement if, at the time the property was 
transferred, the taxpayer and the spouse were separated and living apart as a result of 
marriage breakdown. Where property was transferred before February 16, 1984, but these 
conditions are otherwise satisfied, any amount then owing by the spouse under section 


160(1) with respect to the transferred property is discharged.29% 


FOOTNOTES 


325: The definition of "property" in s. 248(1) expressly includes money. 


326A taxpayer who was assessed and paid amounts in excess of this "ceiling" was able to recover 
the overpayment in a class action suit in the Ontario courts. See Ho-A-Shoo v. Canada 
(Attorney General), 2001 CarswellOnt 2114, 2001 D.T.C. 5589 (Ont. S.C J.). 


327 phillips v. R., 1993 CarswellNat 978, (sub nom. Phillips v. Canada) [1993] 2 C.T.C. 2110, 93 
D.T.C. 573 (T.C.C.). 


328 No. 605 v. Minister of National Revenue (1959), 1959 CarswellNat 82, 59 D.T.C. 159, 21 Tax 
A.B.C. 317 (Can. Tax App. Bd.); Wannan v. R., 2003 CarswellNat 3515, 2003 CarswellNat 4345, 
[2004] 1 C.T.C. 326, 2003 D.T.C. 5715 (F.C.A.); Waugh v. R., 2007 CarswellNat 6066, 2007 
CarswellNat 2601, [2008] 1 C.T.C. 2611, 2007 D.T.C. 1441 (Eng.) (T.C.C. [General Procedure]), 
affirmed 2008 CarswellNat 1359, 2008 CarswellNat 1196, 2008 D.T.C. 6379 (Eng.) (F.C.A.). 


329 S66 Quinton v. R., 2000 CarswellNat 4421, 2000 CarswellNat 860, [2000] 3 C.T.C. 2310, 2000 
D.T.C. 2137 (T.C.C. [General Procedure]); Addison & Leyen Ltd. v. Canada, 2006 CarswellNat 
734, 2006 CarswellNat 5147, [2006] 3 C.T.C. 95, (sub nom. Addison & Leyen Ltd. v. R.) 2006 
D.T.C. 6248 (Eng.) (FC.A.) per Sharlow J.A., reversed 2007 CarswellNat 1915, 2007 
CarswellNat 1916, [2008] 2 C.T.C. 129, (sub nom. Canada v. Addison & Leyen Ltd.) 2007 D.T.C. 
9365 (Eng.), (sub nom. Canada v. Addison & Leyen Ltd.) 2007 D.T.C. 5368 (Fr.) (S.C.C.); Rose v. 
R., 2009 CarswellNat 634, 2009 CarswellNat 5699, [2009] 3 C.T.C. 236, (sub nom. R. v. Rose) 
2009 D.T.C. 5076 (Eng.) (F-C.A.). 


330T echnical Interpretation, CRA Document 2008-030031117, dated January 9, 2009. 


331 | eclair v. R., 2011 CarswellNat 5102, 2011 CarswellNat 3811, 2011 D.T.C. 1328 (Eng.) (T.C.C. 
[General Procedure]). 


332.This principle was codified in 2013, when s. 160(1)(e) was amended in 2013 (retroactive to 
Dec. 21, 2002) to add a reference "for greater certainty, an amount that the transferor is liable 
to pay under this section, regardless of whether the minister has made an assessment under 
subsection (2) of that amount", but the courts had ruled on this basis before this language was 
added. See, for example, Jurak c. R., 2001 CarswellNat 2973, 2001 CarswellNat 3949, (sub 
nom. Jurak v. R.) 2002 D.T.C. 1236 (Fr.), 2003 D.T.C. 557 (T.C.C. [General Procedure]), affirmed 
2003 CarswellNat 855, 2003 CarswellNat 168, [2003] 2 C.T.C. 165, (sub nom. Jurak v. R.) 2003 
D.T.C. 5145 (Fr), (sub nom. Jurak v. R.) 2003 D.T.C. 5419 (Fed. C.A.), affirmed 2003 
CarswellNat 2042, 2003 CarswellNat 2043 (S.C.C.), and Kirkwood v. R., 2003 CarswellNat 
6566, 2003 CarswellNat 638, [2003] 3 C.TC. 2693, 2003 D.T.C. 277 (T.C.C. [Informal 
Procedure]), reversed in part 2003 CarswellNat 4253, 2003 CarswellNat 4015, [2004] 2 C.T.C. 
30, 2004 D.T.C. 6035 (FC.A.). 


333 noucet c._ R., 2007 CarswellNat 5289, 2007 CarswellNat 1328, (sub nom. Doucet v. R.) 2008 
D.T.C. 4055 (Eng.), 2007 D.T.C. 1029 (Fr.) (T.C.C. [General Procedure]). 


334.566, for example, G.B.M. (1988) Inc. c. R., 1994 CarswellNat 1366, [1995] 2 C.T.C. 2933, (sub 
nom. G.B.M. Inc. v. Canada) 95 D.T.C. 44 (T.C.C.); Hewett v. R., 1997 CarswellNat 1761, 1997 
CarswellNat 3590, [1998] 1 C.T.C. 106 (headnote only), (sub nom. R. v. Hewett) 98 D.T.C. 6003 
(Fed. C.A.), affirming 1996 CarswellNat 1315, [1996] 2 C.T.C. 2560, 97 D.T.C. 561 (T.C.C.); 
Kirouac c. R., 1998 CarswellNat 1129, 1998 CarswellNat 3851, (sub nom. Kirouac v. R.) 98 
D.T.C. 1762 (Fr.) (T.C.C.); and Landry v. R., 1999 CarswellNat 3988, 1999 CarswellNat 1822, 
2000 D.T.C. 1460 (T.C.C. [General Procedure]). 


335 smith v_R., 1996 CarswellNat 1540, [1996] 3 C.T.C. 2273, 97 D.T.C. 152 (T.C.C.); Tanquay c. R., 
1997 CarswellNat 2517, 1997 CarswellNat 2518, (sub nom. Tanguay v. R.) [1998] 2 C.T.C. 
3233, 97 D.T.C. 947, [1997] E.T.C. 71 (T.C.C.); Machtinger v. R., 1998 CarswellNat 394, 1998 
CarswellNat 3646, [1998] 2 C.T.C. 3068, 98 D.T.C. 1718 (T.C.C.), affirmed 2000 CarswellNat 
2863, 2000 CarswellNat 4831, [2001] 1 C.T.C. 137, 2001 D.T.C. 5054 (Fed. C.A.); Lavoie c. R., 
1998 CarswellNat 2471, 1998 CarswellNat 1038, [1999] 1 C.T.-C. 2647, (sub nom. Lavoie v. R.) 
98 D.T.C. 1966 (Fr.) (T.-C.C.); 342583 B.C. Ltd. v. R., 1999 CarswellNat 3944, 1999 CarswellNat 
892, [1999] 3 C.T.C. 2279, 99 D.T.C. 1102 (T.C.C. [General Procedure]); Simard c. R., 2000 
CarswellNat 861, 2000 CarswellNat 3236, (sub nom. Simard v. R.) 2000 D.T.C. 2131 (Fr.) 
(T.C.C. [General Procedure]); Ferme Koiris Inc. c. R., 2010 CarswellNat 1128, 2010 
CarswellNat 43, (sub nom. Ferme Koiris Inc. v. R.) 2010 D.T.C. 1045 (Fr.), 2010 D.T.C. 1163 
(Eng.) (I.-C.C. [General Procedure]). 


336 Cox y, R., 1996 CarswellNat 2171, [1997] 1 C.T.C. 2071, 96 D.T.C. 1690 (T.C.C.). The term 
"transfer" for these purposes has been broadly interpreted: see Riverin_ c. R., 1995 
CarswellNat 1727, 1995 CarswellNat 1728, [1998] 2 C.T.C. 2293, (sub nom. Riverin v. R.) 98 
D.T.C. 1273 (Eng.) (T-C.C.), affirmed 1999 CarswellNat 1008, 1999 CarswellNat 1694, (sub 
nom. Riverin v. R.) 99 D.T.C. 5356 (Fr.) (Fed. C.A.), leave to appeal refused 2000 CarswellNat 
871, 2000 CarswellNat 872 (S.C.C.) and Medland v. R., 1998 CarswellNat 766, 1998 
CarswellNat 3892, [1999] 4 C.T.C. 293, 98 D.T.C. 6358 (Fed. C.A.). Where the transferee only 
acted as the transferor's agent and did not exercise control over the property, no transfer 
occurred: LeBlanc v. R., 1999 CarswellNat 66, 1999 CarswellNat 3954, [1999] 1 C.T.C. 2825, 
(sub nom. Leblanc v. R.) 99 D.T:.C. 410 (T.C.C.). Where only legal title and not beneficial 
ownership of property was transferred, there was no liability: Rose v. R., 2007 CarswellNat 
3793, 2007 CarswellNat 6014, [2008] 3 C.T.-C. 2064, 2008 D.T.C. 2020 (Eng.) (T.C.C. [General 
Procedure]), reversed 2009 FCA 93, 2009 CarswellNat 634, 2009 CarswellNat 5699, [2009] 3 
C.T.C. 236, (sub nom. R. v. Rose) 2009 D.T.C. 5076 (Eng.) (F.C.A.). In Kvas v. R., 2016 TCC 199, 
2016 CarswellNat 4340, 2016 CarswellNat 10899, 2016 D.T.C. 1169 (T.C.C. [General 
Procedure]), the Court held that a corporation cannot "transfer" property on its involuntary 
dissolution. 


337 1229-1605 Québec Inc. c. R., 1997 CarswellNat 2366, 1997 CarswellNat 2663, (sub nom. 
1229-1605 Québec Inc. v. R.) [1998] 3 C.T.C. 2175, 98 D.T.C. 1349 (Fr.) (T.C.C.); Christensen v. 
R., 1998 CarswellNat 756, 1998 CarswellNat 3634, [1998] 4 C.T.C. 2198, 98 D.T.C. 1893 
(T.C.C.). 


338 Ferracuti v_ R., 1998 CarswellNat 1915, 1998 CarswellNat 3706, [1999] 1 C.T.C. 2420, 99 
D.T.C. 194 (T.C.C.). See also Raphael v. R., 2002 CarswellNat 97, 2002 CarswellNat 5961, 
[2002] 2 C.T.C. 75, 2002 D.T.C. 6798 (Fed. C.A.). 


339 Se¢ Shirafkan v. R., 2007 CarswellNat 4833, 2007 CarswellNat 1444, [2007] 4 C.T.C. 2428, 
2007 D.T.C. 961 (Eng.) (T.C.C. [Informal Procedure]); Yates v. R., 2007 CarswellNat 2626, 2007 
CarswellNat 6118, [2008] 1 C.T.C. 2618, 2007 D.T.C. 1446 (Eng.) (T.C.C. [General Procedure]), 
affirmed 2009 FCA 50, 2009 CarswellNat 444, 2009 CarswellNat 5079, [2009] 3 C.T.C. 183, 
2009 D.T.C. 5062 (Eng.) (F.C.A.). See also CRA's comments on mortgage payments in Technical 
Interpretation, CRA Document 2011-040240117, dated October 11, 2011. 


340 Se¢ Thorsteinson v. Minister of National Revenue, 1980 CarswellNat 367, [1980] C.T.C. 2415, 
80 D.T.C. 1369 (T.R.B.); Ramey v. R., 1993 CarswellNat 979, (sub nom. Ramey v. Canada) 
[1993] 2 C.T.C. 2119, 93 D.T.C. 791 (T.C.C.); Sarraf v. Minister of National Revenue, 1994 
CarswellNat 904, (sub nom. Sarraf v. Canada) [1994] 1 C.T.C. 2519, 94 D.T-C. 1506 (T.C.C.); 
Acton v. R., 1994 CarswellNat 2948, 95 D.T.C. 107 (T.C.C.); and D'Aoust c. R., 1998 
CarswellNat 687, 1998 CarswellNat 7, (sub nom. D'Aoust v. R.) [1998] 3 C.T.C. 2309, 98 D.T.C. 
1344 (Fr.) (I.C.C.). In Schafer v. R., 1998 CarswellNat 32, 1998 CarswellNat 3817, (sub nom. 
Schafer v. Canada) [1998] G.S.T.C. 7, 98 G.T.C. 2045 (T.C.C.), a contrary decision was reached 
under analogous provisions of the Excise Tax Act. Schafer was specifically rejected in Gaucher 
v_ R., 2000 CarswellNat 2656, 2000 CarswellNat 4823, [2001] 1 C.T.C. 125, 2000 D.T.C. 6678 
(Fed. C.A.). 


341 Feay side v. R., 1996 CarswellNat 2081, 1996 CarswellNat 3405, [1997] 2 C.T.C. 1, (sub nom. 
R. v. Heavyside) 97 D.T.C. 5026 (Fed. C.A.), reversing 1996 CarswellNat 1302, [1996] 2 C.T-C. 
2491, 98 D.T.C. 2211 (T.C.C.). 


342R 5.C. 1985, c. B-3. 


343 Heavyside upheld the Tax Court decision in Garland v. Minister of National Revenue, 1988 
CarswellNat 330, [1988] 1 C.T.C. 2398, 88 D.T.C. 1271 (T.C.C.). See also D'Argys v. Minister of 
National Revenue, 1991 CarswellNat 734, [1992] 2 C.T.C. 2778, 92 D.T.C. 1704 (Fr.), 92 D.T.C. 
1710 (T.C.C.); Gosselin c. R., 1996 CarswellNat 2471, 1996 CarswellNat 2472, (sub nom. 
Gosselin v. R.) [1997] 2 C.T.C. 2830 (T.C.C.); and Bergeron c. R., 2003 CarswellNat 2886, 2003 
CarswellNat 3458, [2004] 1 C.T.C. 2974, (sub nom. Bergeron v. R.) 2003 D.T.C. 1491, (sub nom. 
Bergeron v. R.) 2003 D.T.C. 1192 (T:C.C. [General Procedure]). It reversed the decisions in 
Caplan v. Minister of National Revenue, 1995 CarswellNat 617, (sub nom. Caplan v. R.) [1995] 
2 C.T.C. 2932, 95 D.TC. 709 (T.C.C.) and Gamache c. R., 1996 CarswellNat 1633, 1996 
CarswellNat 2863, [1996] 3 C.T.C. 2597, 96 D.T.C. 1436 (Fr.), 97 D.T.C. 32 (T.C.C.). 


344 vartel c. R., 2011 CarswellNat 16, 2011 CarswellNat 9, [2011] 3 C.T.C. 2038, (sub nom. Martel 
v. R.) 2011 D.T.C. 1069 (Eng.) (T.C.C. [General Procedure]). 


345 Furfaro-Siconolfi v. R., 1989 CarswellNat 399, 1989 CarswellNat 412, (sub nom. Furfaro- 
Siconolfi v. Ministre du Revenu national) [1990] 1 C.T-C. 33 (Fr), [1990] 1 C.T.C. 188, (sub 
nom. Furfaro-Siconolfi c. R.) 90 D.T.C. 6237, 89 D.T.C. 5519 (Fr.) (Fed. T.D.). 


346 Actus Holdings Ltd. v. R., 1996 CarswellNat 1323, [1996] 2 C.T.C. 2610, 97 D.T.C. 605 (T.C.C.). 


347 See Livingston v. R., 2007 CarswellNat 6034, 2007 CarswellNat 1374, [2007] 5 C.T.C. 2070, 
2007 _D.T.C. 943 (Eng.) (T.C.C. [Informal Procedure]), reversed 2008 CarswellNat 564, 2008 
CarswellNat 1736, [2008] 3 C.T-C. 230, 2008 D.T.C. 6233 (Eng.) (F.C.A.), leave to appeal 
refused 2008 CarswellNat 3336, 2008 CarswellNat 3337 (S.C.C.); Lacroix _c. R., 2011 
CarswellNat 1198, 2011 CarswellNat 325, [2011] 5 C.T.C. 2115, (sub nom. Lacroix v. R.) 2011 
D.T.C. 1101 (Fr.), 2011 D.T.C. 1167 (Eng.) (T.C.C. [General Procedure]). 


348 But not a payment of salary purporting to be a dividend on a share: Pomerleau_c. R., 2001 
CarswellNat 3629, 2001 CarswellNat 1291, [2003] 1 C.T-C. 2710, (sub nom. Pomerleau v. R.) 
2001 D.T-C. 658 (Fr.), 2003 D.T.C. 161 (Eng.) (T.C.C. [General Procedure]). 


349 nigoa Trust v. R., 1993 CarswellNat 881, (sub nom. Algoa Trust v. Canada) [1993] 1 C.T.C. 
2294, 93 D.T.C. 405 (T.C.C.), affirmed 1998 CarswellNat 3211 (Fed. C.A.); Mar-Tech Pipe 
Services Ltd. v. R., 1996 CarswellNat 1306, [1996] 2 C.T.C. 2501, 97 D.T.C. 515 (T.C.C.). This 
includes a capital dividend: Neumann v. R., 2009 CarswellNat 1775, 2009 CarswellNat 242, 
[2009] 4 C.T.C. 2205, 2009 D.T.C. 1087 (Eng.) (T.C.C. [General Procedure]). See also Larouche 
c. R., 2010 CarswellNat 159, 2010 CarswellNat 784, [2010] 4 C.T.C. 202, (sub nom. 2753-1359 
Québec Inc. v. R.) 2010 D.T.C. 5060 (Eng.), 2010 D.T.C. 5031 (Fr.) (F.C.A.), in which the Federal 
Court of Appeal rejected the argument that the payment of a dividend is consideration for the 
settlement of an obligation created upon the declaration of the dividend. 


350 Se¢ Gilbert c. R., 2005 CarswellNat 6868, 2005 CarswellNat 3293, (sub nom. Gilbert v. R.) 
2005 D.T.C. 1579 (Fr.), (sub nom. Gilbert v. R.) 2008 D.T.C. 2958 (Eng.) (T.C.C. [General 
Procedure]), affirmed in part 2007 CAF 136, 2007 CarswellNat 767, 2007 CarswellNat 3779, 
(sub nom. R. v. Gilbert) 2007 D.T.C. 5270 (Fr.), 2008 D.T.C. 6295 (Eng.) (F.C.A.), leave to appeal 
refused 2007 CarswellNat 2917, 2007 CarswellNat 2918 (S.C.C.). 


351 pigoa Trust, supra note 349. 


352CRA Round Table, 2011 APFF Conference, Q. 18, CRA Document 2011-0412201C6, dated 
October 7, 2011. 


353 Vario CAté Inc. c. R., 2011 CarswellNat 319, 2011 CarswellNat 1493, [2011] 5 C.T.C. 2133, 
(sub nom. Mario CAté Inc. v. R.) 2011 D.T.C. 1095 (Fr), 2011 D.T.C. 1191 (Eng.) (T.C.C. 
[General Procedure]). 


354 navis v_ R., 1994 CarswellNat 1027, (sub nom. Davis v. Canada) [1994] 2 C.T.C. 2033, 94 D.T.C. 
1934 (T.C.C.). 


355 come Tax Technical News No. 4, February 20, 1995. 


356 Neuman v. Minister of National Revenue, 1998 CarswellNat 685, 1998 CarswellNat 686, 
[1998] 3 C.T.C. 177, (sub nom. Neuman v. R.) 98 D.T.C. 6297, [1998] 1 S.C.R. 770 (S.C.C.); 
155579 Canada Inc. v. R., 1996 CarswellNat 2162, [1997] 1 C.T.C. 2011, 97 D.T.C. 691 (T.C.C.); 
Pauzé c. R., 1998 CarswellNat 2757, 1998 CarswellNat 1176, [1999] 2 C.T.C. 2625, (sub nom. 
Pauzé v. R.) 98 D.T.C. 2109 (Fr.) (T.C.C.). 


357 Strachan v_ R., 2013 CarswellNat 4573, 2013 CarswellNat 4574, [2014] 2 C.T.C. 2157, 2014 
D.T.C. 1025 (Eng.) (T.C.C. [General Procedure]). 


358 Framel c. Ministre du Revenu national, 1995 CarswellNat 1386, (sub nom. Hamel v. Minister of 
National Revenue) [1996] 2 C.T.C. 2046 (T.C.C.) (See also [1996] E.T.C. 129.). 


359 Boisselle v. Minister of National Revenue, 1988 CarswellNat 526, [1989] 1 C.T.C. 2385, 89 
D.T.C. 279 (Eng.), 89 D.T.C. 269 (Fr.) (T:C.C.) and LeBlanc c. R., 2005 CarswellNat 7020, 2005 
CarswellNat 3585, (sub nom. LeBlanc v. R.) 2005 D.T.C. 1722 (Fr.), 2008 D.T.C. 4587 (Eng.) 
(T.C.C. [Informal Procedure]). 


360 c6¢ Dupuis v. R., 1993 CarswellNat 968, (sub nom. Dupuis v. Canada) [1993] 2 C.T.C. 2032, 93 
D.T.C. 723 (T.C.C.). 


361 c¢¢ Technical Interpretation, CRA Document 2010-03571917, dated March 29, 2010. 


36266 Duchaine c. R., 2015 TCC 245, 2015 CarswellNat 10761, 2015 CarswellNat 5165, (sub 
nom. Duchaine v. R.) 2015 D.T.C. 1210, 2016 D.T.C. 1112 (T.C.C. [Informal Procedure]). 


363 addison & Leyen Ltd. v. Canada, 2007 CarswellNat 1915, 2007 CarswellNat 1916, [2008] 2 
C.T.C. 129, (sub nom. Canada v. Addison & Leyen Ltd.) 2007 D.T.C. 5365 (Eng.), 2007 D.T.C. 
5368 (Fr) (S.C.C.). 


364The Court allows, however, that a remedy like mandamus may be available to prod the minister 
to act with due diligence once a notice of objection has been filed. Ibid. at paragraph 10. 


365 cee, for example, Dubois v. Minister of National Revenue, 1982 CarswellNat 312, [1982] C.T.C. 


2588, 82 D.T.C. 1585 (T.R.B.). 


366 Clayton's Case, Re (1816), 35 E.R. 781, 1 Mer. 572 (Eng. Ch. Div.) stands for the general 
principle that payments by a debtor are presumed to be applied first against the oldest 
liabilities, on a "first-in first-out" basis. 


367 See Wannan, supra note 328. 


368 See Fluxgold v. R., 1990 CarswellNat 249, (sub nom. Fluxgold v. Canada) [1990] 1 C.T.C. 176, 
90 D.T.C. 6187 (Fed. T.D.) for a discussion of this provision. 


2019 Thomson Reuters Canada Limited 


Oi JUL 2023 PAGE 219 


Taxation of Corporate Reorganizations Third Edition 
3 — TAX DEFERRED ROLLOVERS: SECTION 85(1) 


3 — TAX DEFERRED ROLLOVERS: 
SECTION 85(1) 


Where section 85(1) applies, a taxpayer can transfer property to a taxable Canadian 
corporation for deemed proceeds of disposition, subject to certain limitations, that are less 
than the fair market value of the property. Section 85(1) will apply where the taxpayer and 
the taxable Canadian corporation make a valid joint election to have the provision apply, the 
property transferred constitutes "eligible property" (as defined in section 85(1.1)) and the 
consideration received for the transfer includes shares of the transferee corporation. Similar 
rules, discussed at §3.9 below, apply under section 85(2) where the transferor is a 
partnership. 


Subject to the limitations discussed below, the amount elected by the taxpayer and the 
transferee corporation will be deemed to be the proceeds of disposition to the taxpayer, the 
taxpayer's cost of the consideration received from the corporation, and the transferee 
corporation's cost of the transferred property. While this means that the taxpayer need not 
realize a gain on the transfer of the property to the corporation, the deferred gain may, 
ultimately, be taxed twice: once in the hands of the corporation, on the disposition of the 
transferred property, and once in the hands of the taxpayer, on the disposition of the shares. 
Whether double taxation arises will depend on the particular circumstances. For example, if 
an individual transfers property to a corporation under section 85(1), following which the 
corporation disposes of the property and then redeems the issued shares or is wound up in 
order to distribute the proceeds, the corporation will realize a gain and the individual will be 
deemed to receive a dividend under section 84(2) or 84(3) equal to the amount by which the 
distribution exceeds the paid-up capital in respect of the shares. If the taxpayer is a 
corporation, however, double taxation may be avoided where the dividend is deductible 
under section 112(1) (and no other tax is payable, under Part IV or Part VI.1 for example) or 
where the transferee corporation may be wound up or amalgamated with the taxpayer under 
section 87 or 88 without triggering a gain on its shares. 


Section 85 will override most, but not all, provisions of the Act. For example, neither section 
85.1 nor 86 will apply to a transfer where a valid election has been made under section 85(1) 
or 85(2). Section 85 also trumps section 69(1), since section 69(1) applies "except as 
expressly otherwise provided" in the Act. Section 69(11) may, however, apply to deem a 
transfer under section 85 to occur at fair market value, and section 84.1 may apply to deem 
a dividend to arise on a share-for-share exchange to the extent that non-share consideration 
exceeds the greater of the paid-up capital and the adjusted cost base of the transferred 
shares. Also, where section 84.1 applies, the paid-up capital of the shares will be determined 
under section 84.1(1)(a) and not under section 85(2.1). The stop-loss rules in sections 
13(21.2), 40(2)(g), and 40(3.3) to 40(3.6) may also apply on a transfer within an affiliated 


group to disallow or suspend losses realized on the transfer.2 


FOOTNOTES 


1 


A s. 83(2) capital dividend election may be available to flow out the non-taxable portion of a 
capital gain realized by the corporation. 


2 See §2.3 for a discussion of s. 69(11), §5.1 for a discussion of s. 84.1 and §2.6 for a discussion of 
the stop-loss rules. 
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3.1 Eligible Transferors and Transferees 


The transferor under section 85(1) must be a "taxpayer," which is defined in section 248(1) 
as a person, whether or not liable to pay tax. Section 85 is drafted on the basis that a 
partnership is not a taxpayer for purposes of the Act, since a partnership must rely on the 
substantially parallel rule in section 85(2), discussed at §3.9 below, in order to access the 


rollover under section 85. This may be contrasted with sections 51, 85.1, and 86, which 


appear to be drafted on the basis that a partnership is a taxpayer for these purposes.2 


Section 85(1) applies whether the transferor is a resident or a non-resident of Canada,4 
though real property held by a non-resident will be "eligible property" in only limited 
circumstances. 


The transferee must be a "taxable Canadian corporation," as defined in section 89(1). It 
must, therefore: (i) be resident in Canada; (ii) either be incorporated in Canada or have been 
a resident of Canada continuously since June 18, 1971; and (iii) not be exempt from tax 
under Part I of the Act (other than under section 149(1)(t)). A corporation that has been 
continued to Canada from another jurisdiction is deemed under section 250(5.1) to have 
been incorporated in Canada for purposes of the Act. 


FOOTNOTES 


|uo 


See, for example, Technical Interpretation, CRA Document 2005-0150411E5, dated December 
16, 2005. 


I 


On the basis of the decisions in Oceanspan Carriers Ltd. v. R., 1987 CarswellNat 340, 1987 
CarswellNat 840, [1987] 1 C.T.C. 210, 87 D.T.C. 5102 (Fed. C.A.) and Lea-Don Canada Ltd. v. 
Minister of National Revenue, 1970 CarswellNat 261, 1970 CarswellNat 332, [1970] C.T.C. 346, 
70 D.T.C. 6271 (S.C.C.), CRA has raised the issue whether a non-resident that has no nexus to 
Canada and is not disposing of taxable Canadian property qualifies as a "taxpayer" for purposes 
of the Act. See Advance Income Tax Ruling, CRA Document 2004-007954IR3, dated January 1, 
2004. 
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3.2 Eligible Property 


Most property will constitute "eligible property" for purposes of section 85(1), with the 
exception of certain rights, real property inventory, and, subject to certain limited 
exceptions, real property owned by a non-resident. More particularly, "eligible property" is 
defined in section 85(1.1) to mean: 


(1) capital property, except real or immovable property, an interest therein or an 
option in respect thereof, that is owned by a non-resident person (section 85(1.1) 


(a)); 


(2) capital property that is real or immovable property, an interest therein or an 
option in respect thereof, owned by a non-resident insurer where such property and 
the property received as consideration for such property are designated insurance 
property (section 85(1.1)(b)); 


(3) Canadian resource property (section 85(1.1)(c)); 


(4) foreign resource property, except in the circumstances described in section 
85(1.11)2 (section 85(1.1)(d)); 


(5) inventory, other than real or immovable property, an interest therein or an option 
in respect thereof (section 85(1.1)(f)); 


(6) property that is a security or debt obligation used by the taxpayer in the year in, 
or held by it in the year in the course of, carrying on the business of insurance or 
lending money, unless the property is a capital property, inventory or (where the 
taxpayer is a financial institution) a "mark-to-market property" (section 85(1.1)(g)); 


(7) where the taxpayer is a financial institution, a specified debt obligation (other 
than a mark-to-market property of the taxpayer) (section 85(1.1)(g.1)); 


(8) provided that the conditions in section 85(1.2) are met,£a capital property that is 
real or immovable property, an interest therein or an option in respect thereof, 
owned by a non-resident person (other than a non-resident insurer) provided that it 
is used in the year in a business carried on by the non-resident in Canada (section 
85(1.1)(h)); and 


(9) a NISA Fund No. 2 (section 85(1.1)(i)). 


An "eligible derivative" to which section 10.1(5) applies is not an eligible property.Z 


Where the property transferred is a collection of identical properties and the taxpayer seeks 
to dispose of some properties on a taxable basis and some on a rollover basis under section 
85(1) or (2), CRA will generally allow the taxpayer to treat the identical properties as 


forming separate pools of properties for such purpose.2 


FOOTNOTES 


i) 


ID 


IN 


lee) 


Section 85(1.11) provides that a foreign resource property or an interest in a partnership that 
derives all or part of its value from foreign resource property is not eligible property if (a) the 
transferor and the transferee corporation do not deal at arm's length and (b) it is reasonable to 
conclude that one of the purposes of the disposition (or series of transactions or events of which 
it is a part) is to increase a deduction under the foreign tax credit rules in s. 126. 


Section 85(1.2) prohibits the rollover under s. 85(1) for property described in s. 85(1.1)(h) 
unless (a) immediately after the disposition the corporation is controlled by the non-resident 
person, persons related (otherwise than because of s. 251(5)(b)) to the non-resident person or a 
combination of such persons, (b) the disposition is part of a transaction or series of transactions 
in which all or substantially all of the property used in the business is disposed of by the non- 
resident person to the corporation, and (c) the disposition is not part of a series of transactions 
that result in control of the corporation being acquired by another person or group of persons 
after the disposition. The Department of Finance Notes to this section, dated May 30, 1991, 
indicate that the purposes of these restrictions is "to ensure that only those transfers that are 
part of the incorporation of a Canadian branch are allowed on a tax-deferred basis under s. 
85(1)." 


Section 85(1.12). A taxpayer must make a mark-to-market election under s. 10.1(1), and not bea 
financial institution as defined in s. 142.2(1), for s. 10.1(5) to apply to an eligible derivative. 


Technical Interpretation, CRA Document 2011-0394231E5, dated May 11, 2011. 
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3.2.1 Capital Property 


Capital property is defined in section 54 as depreciable property and any other property a 
gain or loss from the disposition of which would be a capital gain or loss. Canadian resource 
property, foreign resource property, and inventory, all of which are therefore not capital 


property,2 are, subject to certain exceptions, otherwise included as eligible property. 


Other non-capital property, such as most insurance policies or timber resource property,22 
are not otherwise included in section 85(1.1), and therefore cannot be transferred under 
section 85(1) unless they are held as inventory. An income interest in a trust gives rise to 
ordinary income under section 106(2), and will therefore generally be excluded. Similarly, 
employee stock options, which give rise to employment income under section 7, are 
excluded from section 85(1.1). 


FOOTNOTES 


9 The disposition Canadian resource property and foreign resource property do not give rise to 


capital gains or losses, by virtue of s. 39(1). Inventory gains or losses are included in income 
under s. 9(1). 


10 se¢ ss. 39(1)(a)(iii) and 39(1)(a)(iv), respectively. 
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3.2.2 Shares of the Transferee 


Provided that the shares qualify as eligible property, a taxpayer can elect under section 
85(1) in respect of the transfer of shares of the transferee corporation for cancellation in 
consideration for additional shares of the transferee. CRA takes the view that a transfer of 
shares in consideration for the issuance of identical shares of the corporation may not 
constitute a "disposition," and as such may not qualify for section 85(1).+¢ It is not clear that 
this view is correct, since the transferred shares will be cancelled and therefore disposed of 
by virtue of section (b)(i) of the definition of "disposition," notwithstanding that identical 
shares are issued simultaneously with the disposition. Nevertheless, it is generally 


considered prudent to have the issued shares differ in some respect from the transferred 
12 


shares.—+ 
A deemed dividend can arise under section 84(3) in certain circumstances on a purchase of 
shares for cancellation under section 85(1). See the discussion at §3.8 below. 


FOOTNOTES 


11c¢¢ CRA Round Table, 2009 APFF Conference, Q. 21, CRA Document 2009-0330161C6, dated 
October 9, 2009; Technical Interpretation, CRA Document 2004-0092561, dated November 10, 
2004; CRA Roundtable, 1994 APFF Conference, Q. 43, CRA Document 5M08340, undated; 
Technical Interpretation, CRA Document 5-8079, dated September 8, 1989. CRA will apply this 
administrative position to any shares with identical rights, including where the transferred and 
issued shares are of different classes or series: CRA Roundtable, 2013 APFF Conference, Q. 13, 
CRA Document 2013-0495821C6, dated October 11, 2013. CRA takes the same view regarding 
s. 86: see Technical Interpretation, CRA Document 9406425, dated June 29, 1995. However, in 
earlier statements CRA allowed that such a transfer can result in a disposition in the context of 
a partnership transferor electing under s. 85(2): Technical Interpretation, CRA Document 
73882, dated August 29, 1989, and Technical Interpretation, CRA Document 57892, dated 
August 18, 1989. 


12For example, the issued shares may entitle the holder to more votes per share than the 
transferred shares. See for example, Advance Income Tax Ruling, CRA Document 2006- 


0207721, dated January 1, 2007. 
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3.2.3 Right to Income and Accounts Receivable 


CRA has expressed the view that a right to receive income, in and by itself, will generally not 
constitute capital property, though it may be eligible property for purposes of section 85(1) 


by virtue of being inventory (or, before 2017, eligible capital property).42 CRA bases this 
view on the decisions in Evans v. Minister of National Revenue! and Asamera Oil 


(Indonesia) Ltd. v. R2 While these cases do not contradict CRA's position, they are not 
necessarily determinative. In Evans, the Supreme Court held that expenses incurred by a 
taxpayer to secure a right to receive income from the residue of an estate were deductible 
from the taxpayer's income on the basis that the right was not a capital asset. Asamera also 
concerned the deductibility of expenses incurred to bring into being a right to receive 
income, in that case, oil revenue. In the words of Cartright J, for the Supreme Court in 
Evans: 


I cannot agree that the fact that a bare right to be paid income can be sold or valued on an actuarial basis 
at a lump sum requires or permits that right, while retained by the appellant, to be regarded as a capital 
asset. I do not think that in ordinary language a right to receive income such as that enjoyed by the 
appellant would be described as a capital asset. If it were all that she possessed, I think that the natural 
and accurate answer to the question "Has she any capital" which would be made by either the man on the 
Clapham omnibus or a professional accountant would be "No, but she has a substantial income."1 


Thus, while the Court clearly holds that the right is not a capital asset so long as it remains 
in the taxpayer's hands, it does not consider how the right would be treated on a disposition. 


The decision of the Tax Court in E.C.E. Group Ltd. v. Minister of National Revenue!< may 
provide better support for CRA's position on the characterization of a right to income. In that 
case, the Court held that a loss realized by a taxpayer on the disposition of a trade account 
receivable, along with the taxpayer's shares in the debtor, was a deductible business 
expense under section 9(1).48 Consistent with this, CRA takes the view that the disposition 
of accounts receivable will generally be on income, rather than capital, account unless the 
disposition occurs as part of the sale of all or substantially all of the business.22 On this 
basis, the disposition of trade accounts receivable that are not held as inventory (in the case 
of a trader in accounts receivable) and are not transferred on the sale of a business would 
not, therefore, constitute eligible property for purposes of section 85(1). 


If accounts receivable transferred as part of the disposition of a business are to be 
transferred at a loss, it would typically be preferable not to transfer them under section 
85(1) and instead elect under section 22, which would generally entitle the taxpayer to an 


income deduction.22 If a taxpayer transfers accounts receivable under section 85(1), no 


election can be made under section 22 in respect of the accounts receivable.21 


FOOTNOTES 


13See Technical Interpretation, CRA Document 2005-0149591E5, dated April 18, 2006; Technical 
Interpretation, CRA Document 9502507, dated March 29, 1995; and Technical Interpretation, 
CRA Document 9309825, dated July 30, 1993. 


14 Fyans v. Minister of National Revenue, 1960 CarswellNat 289, [1960] C.T.C. 69, 60 D.T.C. 1047 
(S.C.C.). 


15 Asamera Oil (Indonesia) Ltd. v. R., 1973 CarswellNat 146, [1973] C.T.C. 305, 73 D.T.C. 5274 
(Fed. T.D.). 


16 supra note 14 at 1050. Emphasis added. 


IVF CE. Group Ltd. v. Minister of National Revenue, 1992 CarswellNat 393, [1992] 2 C.T.C. 2376, 
92 D.T.C. 2019 (T.C.C.). 


18py contrast, receivables that are not trade receivables or inventory will generally be considered 
capital assets. See, for example, Terminal Dock @& Warehouse Co. v. Minister of National 
Revenue, 1968 CarswellNat 261, [1968] C.T.C. 78, 68 D.T.C. 5060 (Can. Ex. Ct.), affirmed 1968 
CarswellNat 350, 68 D.T.C. 5316 (S.C.C.). 


19 Advance Income Tax Ruling, CRA Document 2000-0008923, dated January 1, 2000. See also 


Interpretation Bulletin IT-188R, paragraph 7, dated May 22, 1984. In Technical Interpretation, 
CRA Document 9218715, dated July 30, 1992, CRA takes the opposite view, indicating that 
accounts receivable will generally be capital property to a taxpayer unless the taxpayer is a 
trader in accounts receivable. This no longer appears to be their view, and in any case does not 
seem to be consistent with the decision in ECE Group. Note that a farmer or fisher who reports 
under the "cash method" would not receive capital treatment on the disposition of accounts 
receivable as part of the transfer of the business, since under s. 28(5) any proceeds would be 
treated as business income. See Interpretation Bulletin IT-433, dated June 4, 1993, paragraph 
15 and Technical Interpretation, CRA Document 2003-0183995, dated May 2, 2003. 


20where an election is made under s. 22, the vendor is entitled to deduct any loss realized on the 


transfer of the accounts receivable from its income (except where the vendor has already taken 


a bad debt deduction in respect of the accounts receivable under s. 20(1)(p)) and the purchaser, 
in effect, steps into the vendor's shoes for purposes of the doubtful debt deduction in s. 20(1)(1) 
and the bad debt deduction in s. 20(1)(p). 


21 tterpretation Bulletin IT-291R3, paragraph 8, dated January 12, 2004. 
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3.2.4 Real Property 


Real property owned by a non-resident is not eligible property for purposes of section 85(1), 
unless it is used by the non-resident (other than a non-resident insurer) in a business carried 
on in Canada or it is owned by a non-resident insurer and it, and the consideration received 
on the transfer, constitutes "designated insurance property."22 This general restriction is 
intended to prevent non-residents from transferring real property into a Canadian 
corporation holding other, non-real property assets, on a rollover basis and then disposing of 
the shares on a tax exempt basis under an applicable income tax treaty. 


Real property inventory is also not eligible property.22 This restriction is intended to prevent 
taxpayers from transferring inventory to a corporation on a rollover basis and then treating 
the shares as capital property on their disposition.24 There is, however, case law that 


suggests that a gain realized on the sale of shares in these circumstances would be on 
25 


income account in any case.“2 

There is a significant body of jurisprudence concerning the characterization of real property 
as inventory or capital property, from which CRA has distilled a summary of factors relevant 
to this determination in Interpretation Bulletin IT-218R.2® Real property held as an 
adventure in the nature of trade will constitute inventory, and as such will not be eligible 


property for purposes of section 85(1 ).22 


Section 248(4) provides that an "interest in real property" includes a leasehold interest, but 
does not include a security interest derived by virtue of a mortgage, agreement for sale or 
some similar obligation. At least for purposes of the definition of "taxable Canadian 
property," CRA takes the view that an interest in real property also includes a part 
ownership, an inheritance right or a legal share in real property.22 However, as discussed 
below in §3.2.5, CRA does not take the view that an interest in a partnership that holds real 
property constitutes an interest in real property. 


Generally, rental properties acquired before 1972 will lose their grandfathered status in the 
hands of the transferee corporation for purposes of Regulation 1101(1lac), so that the 
corporation will be required to place each rental property in a separate class for 
depreciation purposes. The only exception to this general rule in Regulation 1101(1ac) is in 
respect of certain butterfly and non-arm's length transfers of rental real properties that have 
grandfathered status to the transferor.22 Similarly, leasing properties acquired before May 
26, 1976 will lose their grandfathered status in the hands of the transferee corporation for 
purposes of Regulation 1100(15), which limits capital cost allowance in respect of leasing 


properties to the net rental revenue from such properties. Again, an exception to this 
general rule is available in respect of certain butterfly and non-arm's length transfers of 


such grandfathered property.22 


FOOTNOTES 


2256, 85(1.1)(a), 85(1.1)(h) and 85(1.1)(b). "Designated insurance property" is defined at s. 
138(12). 


23Section 85(1.1)(£). 


24See Loyens v. R., 2003 CarswellNat 904, 2003 CarswellNat 5277, [2003] 3 C.T.C. 2381, 2003 
D.T.C. 355 (T.C.C. [General Procedure]), where the Court concludes that this is the purpose 
behind the exclusion of real property inventory from the definition of "eligible property." 


25See Fraser v. Minister of National Revenue, 1963 CarswellNat 380, [1964] C.T.C. 1, 64 D.T-C. 
9003 (Can. Ex. Ct.); Belle-Isle v. Minister of National Revenue, 1966 CarswellNat 260, [1966] 
C.T.C. 85, 66 D.T.C. 5100 (S.C.C.); Gibson Brothers Industries Ltd. v. Minister _of National 
Revenue, 1972 CarswellNat 119, 1972 CarswellNat 381, [1972] C.T.C. 221, 72 D.T.C. 6190 (Fed. 
T.D.); and Burgess v. Minister of National Revenue, 1972 CarswellNat 351, [1973] C.T.C. 58, 73 
D.T.C. 5040 (Fed. T.D.). These cases may also be interpreted to suggest that a transfer of such 
shares might itself constitute a transfer of real property inventory and, as such, would not 
constitute eligible property for purposes of s. 85(1). 


26nated September 16, 1986, paragraphs 3-7. See, for example: No. 476 v. Minister of National 
Revenue, 1960 CarswellNat 314, [1960] C.T.C. 384, 60 D.T.C. 1270 (S.C.C.); Hillsdale Shopping 
Centre Ltd. v. R., 1981 CarswellNat 232, [1981] C.T.C. 322, 81 D.T.C. 5261 (Fed. C.A.); South 
Shore Estates (Saltfleet) Ltd. v. R., 1981 CarswellNat 224, [1981] C.T.C. 252, 81 D.T.C. 5181 
(Fed. T.D.); Horvath v. Minister of National Revenue, 1980 CarswellNat 271, [1980] C.T.C. 467, 
80 D.T.C. 6350 (Fed. T.D.); Torduff Ltd. v. Minister of National Revenue, 1972 CarswellNat 130, 
[1972] C.T.C. 295, 72 D.T.C. 6266 (Fed. T.D.); Wilderton Shopping Centre Inc. v. Minister of 
National Revenue, 1972 CarswellNat 134, [1972] C.T.C. 319, 72 D.T.C. 6277 (Fed. T:D.); Moluch 
v. Minister of National Revenue, 1966 CarswellNat 313, [1966] C.T.C. 712, 66 D.T.C. 5463 (Eng.) 
(Can. Ex. Ct.); Fraser v. Minister of National Revenue, 1964 CarswellNat 337, [1964] C.T.C. 372, 
64 D.T.C. 5224 (S.C.C.). See also Technical Interpretation, CRA Document 2011-395501E5, 
dated April 13, 2011, concerning the transfer of rental real property. 


27 See Friesen v. R., 1995 CarswellNat 988, 1995 CarswellNat 422, (sub nom. Friesen v. Canada) 
[1995] 2 C.T.C. 369, 95 D.T.C. 5551 (S.C.C.). 


28 Interpretation Bulletin IT-176R2, paragraph 2, dated April 23, 1993. 
22 Regulation 1101(lad). See chapter 8 regarding butterfly reorganizations. 


39Regulation 1100(19). 
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3.2.5 Partnership Interests 


It is CRA's long-standing position that an interest in a partnership is not considered to be an 
interest in its underlying assets for purposes of section 85, so that an interest in a 
partnership the assets of which are real estate inventory would qualify as eligible property 
for purposes of section 85(1).24 CRA has noted, however, that GAAR may apply where a 
partnership is formed as part of a series of transactions designed to circumvent the 


application of section 85(1.1).32 


In Loyens,33 the Tax Court confirmed that an interest in a partnership holding real estate 
inventory constitutes eligible property for purposes of section 85 and also considered the 
application of GAAR to a "two-step" transaction whereby the inventory was transferred first 
to a partnership and then, indirectly through the transfer of the partnership interests, to a 
corporation on a section 85(1) rollover. In Loyens, the taxpayers sought to dispose of real 
property inventory, which they held directly. While they did not have sufficient losses to 
shelter the income that would result from the disposition, they were also shareholders of a 
corporation, Lobro Stables (1991) Ltd. ("Lobro"), which had sufficient non-capital losses. 
Since they could not transfer the real property directly to Lobro without triggering the gain, 
they instead transferred the property to an existing partnership, Varna Elevators ("Varna"), 
on a rollover basis under section 97(2). Unlike section 85(1), section 97(2) does not prohibit 
a transfer of real estate inventory. The taxpayers then transferred their partnership interests 
in Varna to Lobro on a rollover basis under section 85(1). Varna dissolved into Lobro, and the 
assets of Varna became directly owned by Lobro, again on a rollover basis under section 
98(5). Lobro then disposed of the real property, triggering the income gain that was offset by 
its non-capital losses. 


The Crown argued, inter alia, that GAAR should apply to recharacterize the transaction such 
that the taxpayers would realize the income gain in their own hands. The Court rejected the 
Crown's arguments and held that GAAR did not apply, holding that the purpose behind the 
exclusion of real property inventory in the definition of eligible property is to prevent a 
taxpayer from converting income, which would be realized on the disposition of the real 
property, into capital gains realized on the disposition of the shares. Since the gain on the 
property was reported as income, albeit in Lobro rather than in the hands of the taxpayers, 


the Court held that this purpose was not violated and that there was therefore no abuse.24 


FOOTNOTES 


31 This position dates back at least to 1984. See "Revenue Canada Roundtable," Report on the 


Proceedings of the Thirty-Sixth Tax Conference, 1984 Conference Report (Toronto: Canadian 
Tax Foundation, 1985), 783-847, Q. 73 at 833. 


32560, for example, Information Circular IC 88-2, paragraph 22, dated October 21, 1988, and 
1990 CRA Roundtable, Q. 150, CRA Document 902633(E), dated December 6, 1990. 


33 Supra note 24. 


347 should be noted that Loyens was decided before the Supreme Court decisions in Canada 
Trustco Mortgage Co. v. R., 2005 CarswellNat 3212, 2005 CarswellNat 3213, [2005] 5 C.T.C. 
215, (sub nom. Canada Trustco Mortgage Co. v. Canada) 2005 D.T.C. 5523 (Eng.), (sub nom. 
Hypothéques Trustco Canada v. Canada) 2005 D.T-C. 5547 (Fr.) (S.C.C.); Mathew v R., 2005 
CarswellNat 3214, 2005 CarswellNat 3215, [2005] 5 C.T.C. 244, (sub nom. Mathew v. Canada) 
2005 D.T.C. 5538 (Eng.), 2005 D.T.C. 5563 (Fr.) (S.C.C.); Lipson v. R., 2009 CarswellNat 1, 2009 
CarswellNat 2, [2009] 1 C.T.C. 314, 2009 D.T.C. 5015 (Eng.), 2009 D.T.C. 5016 (Fr.) (S.C.C.); and 
Copthorne Holdings Ltd. v. R., 2011 CarswellNat 5201, 2011 CarswellNat 5202, [2012] 2 C.T.C. 
29, 2012 D.T.C. 5006 (Fr.), 2012 D.T.C. 5007 (Eng.) (S.C.C.), though it is not immediately 
apparent that a court would decide Loyens differently in light of these decisions. 
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3.3 Agreed Amount 


The amount elected or agreed by the taxpayer and the transferee corporation is deemed by 
section 85(1)(a) to be the proceeds of disposition of the property to the taxpayer and the cost 
of the property to the corporation.22 However, as discussed below, the amount agreed by the 
parties is subject to a number of additional deeming rules in section 85(1) that may operate 
to override section 85(1)(a), and as such it is not determinative of the agreed amount for 
purposes of the Act. 


CRA has expressed the view that the deeming rule in section 85(1)(c.1) applies 


automatically, including in statute-barred years.2& It seems likely that CRA would extend 
this position to the other deeming rules in section 85(1). 


FOOTNOTES 


35 Special rules will apply for capital property held continuously since June 18, 1971 and 
depreciable property that was owned on December 31, 1971. See ss. 26(5.2) and 26(5) of the 
ITAR regarding capital property and ss. 20(1.2) and 20(1) of the ITAR regarding depreciable 
property. See also the discussion at §3.4. 


36see Technical Interpretation, CRA Document 2005-0122191E5, dated July 7, 2005, and 
Technical Interpretation, CRA Document 2000-0017635, dated February 26, 2001. 
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3.3.1 General Deeming Rules on Agreed Amounts 


The basic deeming rules are set out in sections 85(1)(b) and 85(1)(c). Section 85(1)(b) 
provides that, subject to section 85(1)(c), the elected amount cannot be less than the fair 
market value of the consideration payable to the taxpayer for the property other than shares 
of the corporation or a right to receive such shares (such non-share consideration is 
commonly referred to as "boot"). 


Boot includes assumed liabilities of the taxpayer.22 Where a liability, such as a mortgage, is 
assumed on the transfer of a particular capital property and the outstanding amount of the 
liability exceeds the adjusted cost base of the property, CRA has indicated that it will not 
apply section 85(1)(b) to deem the elected amount in respect of the property to be the full 
amount of the liability, provided that the excess is allocated among other assets transferred 
together with the capital property and provided that those other assets are retained by the 
transferee and the amount allocated to each asset is not greater than the amount agreed in 


respect of such asset.28 Section 85(1)(b) will apply, however, where the excess debt is 
allocated to another property (such as a note of the taxpayer) and the corporation 
subsequently transfers that property back to the taxpayer, where the excess liability is 
assumed as consideration for the redemption or repurchase by the corporation of its own 
shares held by the taxpayer or where the transferee corporation subscribes for shares of the 
taxpayer.22 

Section 85(1)(c) provides that the elected amount cannot exceed the fair market value of the 
transferred property. Thus, sections 85(1)(b) and (c) combine to provide an upper and lower 
limit to the elected amount: it cannot be less than the fair market value of any boot and 
cannot be greater than the fair market value of the transferred property. Where the two 
rules conflict (i.e., where the fair market value of the transferred property is less than the 
fair market value of the boot), the rule in section 85(1)(c) will trump. The excess value 
received by the taxpayer will generally be treated as a taxable benefit to the taxpayer under 


section 15(1).42 


For example, if capital property with a fair market value of $800 is transferred to a 
corporation for shares and $1,000 cash, the elected amount would be deemed under section 
85(1)(c) to be $800 and the shareholder would be considered to have received a section 
15(1) benefit from the corporation of $200. The amount of the benefit would be added to the 
taxpayer's cost of the consideration under section 52(1). 


A further consequence of section 85(1)(c) is that a taxpayer must realize an accrued loss on 
property transferred to the corporation. Thus, if the taxpayer's adjusted cost base of the 


transferred property was $1,000, the taxpayer would realize a $200 capital loss and be 
deemed to receive a $200 shareholder benefit. Where the parties are "affiliated," within the 
meaning of section 251.1(1), the stop-loss rule in one of sections 13(21.2), 40(2)(g), and 


40(3.3) to 40(3.6) may apply to disallow or suspend any loss realized on the transfer.44 


FOOTNOTES 


S7CRA has indicated, however, that where the transferee corporation becomes co-obligor with the 
transferor in respect of a debt of the transferor and is fully indemnified by the transferor, such 
debt will not be considered boot for purposes of s. 85(1)(b). Advance Income Tax Ruling, CRA 
Document 2003-0054013, dated January 1, 2003. 


3817-291R3, supra note 21 at paragraph 17 and Technical Interpretation, CRA Document 2000- 
0039335, dated September 27, 2000. 


39 Ihid. 


401¢ s. 84.1 or 212.1 applies, a deemed dividend may arise instead under s. 84.1(1)(b) or 212.1(a). 
See §5.1 for a discussion of ss. 84.1 and 212.1. 


41 cee §2.6 for a discussion of the stop-loss rules. 


2019 Thomson Reuters Canada Limited 
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3.3.2 Specific Deeming Rules for Certain Kinds of Property 


Sections 85(1)(c.1) to (e) and (e.4) provide a set of special deeming rules relating to certain 


kinds of transferred property.42 Section 85(1)(e.3), discussed below at §3.3.3, deals with 
conflicts between certain of these rules. Section 85(1)(e.2), discussed below at §3.3.5, 
concerns situations were a benefit is conferred on a related person as part of a rollover 
under section 85. 


FOOTNOTES 


42Niumerical examples can be found for most of these sections in IT-291R3 supra note 21. 
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(a) Inventory and Non-Depreciable Capital Property 


Section 85(1)(c.1) provides that, in the case of certain kinds of property, including inventory 
and non-depreciable capital property, the elected amount must be at least equal to the lesser 
of the fair market value of the property and the "cost amount" of the property to the 
taxpayer;42 thus, an artificial loss or capital loss cannot be created upon the transfer of the 
property to the corporation. "Cost amount" is defined in section 248(1) to be the adjusted 
cost base of non-depreciable capital property and the amount at which inventory is valued 
for the purposes of computing income (i.e., generally, the lower of its cost and its fair market 


value) .44 


FOOTNOTES 


43 Section 85(1)(c.1) also applies to a secured debt obligation described in s. 85(1.1)(g), a specified 
debt obligation described in s. 85(1)(g.1), and a NISA Fund No. 2. 


44The rules for the valuation of inventory are set out in s. 10 of the Act and ss. 1801 and 1802 of 


the Regulations. 
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(b) Farm Inventory 


Section 85(1)(c.2) provides special rules that apply where a taxpayer who carries on a 
farming business, the income from which is computed using the cash method, disposes of 
farm inventory. Section 85(1)(c.2)(i) prevents, in part, the transfer of purchased inventory by 
a taxpayer to a corporation at nil cost in order to avoid the application of the mandatory 
inventory adjustment under section 28(1)(c). Where section 85(1)(c.2) applies, section 85(1) 
(c.2)(i) deems the elected amount to be equal to the aggregate of the following two amounts, 
subject to the limitations set out in sections 85(1)(b) and 85(1)(c): 


(1) that proportion of the mandatory inventory adjustment (calculated for the 
taxpayer's taxation year in which the disposition occurs as if that year ended 
immediately before the disposition) that would have been included in the taxpayer's 
income under section 28(1)(c) that the value of the purchased inventory disposed of 
is of all purchased inventory owned by the taxpayer at that time and used in 
connection with the farming business; and 


(2) such additional amount as the parties designate in respect of the property.42 


Sections 85(1)(c.2)(ii) and (iii) treat the proceeds of disposition of the inventory transferred 
to the corporation as having been received by the taxpayer in the course of carrying on the 
business and provide that, where the corporation also computes its income using the cash 
method, the corporation's cost of the inventory will be deemed to be the amount paid by the 
corporation. These provisions ensure that the taxpayer will include the proceeds of 
disposition in income under section 28(1)(a)(i) and that the corporation will be entitled to 
deduct the cost of the inventory under section 28(1)(e). 


FOOTNOTES 


451 effect, this amount is analogous to the amount that the taxpayer would have been able to 
specify as a flexible inventory adjustment under s. 28(1)(b), if the year had ended immediately 
before the disposition of inventory. See s. 28(1.2) regarding the valuation of inventory of a 
farming business. 


01 JUL 2023 PAGE 241 


Taxation of Corporate Reorganizations Third Edition 
3 — TAX DEFERRED ROLLOVERS: SECTION 85(1) 
3.3 Agreed Amount 
3.3.2 Specific Deeming Rules for Certain Kinds of Property 
(c) Depreciable Property 


(c) Depreciable Property 


Section 85(1)(e) provides that where the property is depreciable property of a prescribed 
class, the elected amount cannot be less than the least of: (i) the undepreciated capital cost 
to the taxpayer of all property of the class immediately before the disposition, (ii) the cost to 
the taxpayer of the property, and (iii) the fair market value of the property at the time of the 
disposition. This provision prevents the taxpayer from claiming artificial terminal losses 
under section 20(16) in respect of depreciable property. 


In the case of a divisive reorganization governed by section 55(3)(a) or 55(3)(b), CRA has a 
long-standing administrative position of allowing that the agreed amount for purposes of 
section 85(1)(e) can be determined based on the proportionate undepreciated capital cost 
rather than the total undepreciated capital cost balance.4& 

Section 85(5) provides that where the capital cost to the taxpayer of depreciable property 
exceeds the proceeds of disposition to the taxpayer as determined under section 85(1), for 
purposes of sections 13 and 20 and the relevant Regulations, the capital cost of the property 
to the corporation is deemed to be the capital cost to the taxpayer and the amount of the 
excess is deemed to have been claimed by the corporation as capital cost allowance for 
previous years. This provision prevents the conversion of potential recapture of capital cost 
allowance to the taxpayer to capital gains in the hands of the corporation. For example, if all 
of the depreciable property of a class has a capital cost of $100 and an undepreciated capital 
cost of $40 and the property is transferred to a corporation at an elected amount of $40, the 
taxpayer will realize no recapture of capital cost allowance on the transfer and the 
corporation will be deemed to have acquired the property at a cost of $40. Absent section 
85(5), if the corporation then sold the property for $100 it would realize a $60 capital gain, 
but no recapture. However, under section 85(5), the corporation is deemed to have acquired 
the property at a capital cost of $100 and to have claimed $60 as capital cost allowance in 
prior years. Consequently, the undepreciated capital cost of the property to the corporation 
will be $40, and if the corporation subsequently sells the property for $100, $60 will be 
included in its income as recapture of capital cost allowance under section 13(1). 


Section 85(5) only applies for purposes of computing capital cost allowance and recapture of 
capital cost allowance; it does not apply for purposes of calculating the amount of any 
capital gain realized by the corporation upon a disposition of the property. In the above 
example, the cost to the corporation of the property for this purpose would be the amount 
determined under section 85(1)(e) or $40. Double taxation is avoided under section 39(1)(a), 
which would apply to reduce the amount of the capital gain to the extent that the amount is 


otherwise required to be included in computing the corporation's income for the year (i.e., 
by $60). 


CRA takes the view that where, in a previous transaction, section 13(7)(e)(i) has applied to 
reduce the capital cost of a depreciable property and that property is then transferred to a 
corporation under section 85(1), the capital cost to the taxpayer as reduced under section 


13(7)(e) is the relevant capital cost for purposes of section 85(5).42 


Section 85(5.1) contains a similar rule to that in section 85(5), applying where an apprentice 
mechanic or tradesperson transfers tools in respect of which a deduction was claimed under 
section 8(1)(r) or 8(1)(s). If the cost of the property to the taxpayer was reduced under 
section 8(7) and the property is depreciable property to the transferee corporation, section 
85(5.1) will apply to deem the corporation's capital cost to be the taxpayer's original cost of 
the property and the amount by which this original cost exceeds the proceeds of disposition 
under section 85(1) to have been claimed by the corporation as capital cost allowance for 
previous years. As with section 85(5), this provision prevents the conversion of potential 
recapture of capital cost allowance to the taxpayer to capital gains in the hands of the 
corporation. 


FOOTNOTES 


46 Technical Interpretation, CRA Document 2006-0172881E5, dated March 7, 2006. 


4777-291R3, supra note 21, paragraph 30. 
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(d) Passenger Vehicles 


Section 85(1)(e.4) is an anti-avoidance rule designed to prevent circumvention of the capital 
cost ceiling for "luxury" automobiles contained in section 13(7)(g) (being $20,000 or the 
amount prescribed in Regulation 7307) or a reduction in the stand-by charge inclusion in 
section 6(2). 


Section 85(1)(e.4) applies where the property transferred to a corporation is depreciable 
property of a prescribed class of the taxpayer and is a passenger vehicle the cost of which is 
more than $20,000 (or such other amount as may be prescribed), and the taxpayer and the 
corporation do not deal at arm's length. Regulation 7307 prescribes the maximum capital 
cost of a passenger vehicle for the purposes of section 85(1)(e.4). For vehicles acquired or 
leased under a lease entered into after 2000, the prescribed amount is $30,000 plus the 
amount of any federal and provincial sales taxes payable on a vehicle acquired for $30,000. 


Where it applies, section 85(1)(e.4) deems the agreed amount to be the taxpayer's 
undepreciated capital cost of the class (each such vehicle being a separate class) 
immediately before the disposition. For purposes of calculating the stand-by charge in 
section 6(2), however, which gives rise to an employee income inclusion where an 
automobile is made available to the employee, section 85(1)(e.4) provides that the cost of the 
vehicle to the corporation is equal to its fair market value immediately before the transfer. 


2019 Thomson Reuters Canada Limited 
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3.3.3 Priority of Deeming Rules 


Where a taxpayer receives boot on the transfer of property to a corporation, it is possible that 
there will be a conflict between section 85(1)(b), which deems the elected amount to be equal to 
the fair market value of the boot, and section 85(1)(c.1) or (e) (depending upon the nature of the 
property transferred), which deem the elected amount to be the least of the fair market value of 
the transferred property and the taxpayer's cost of the transferred property or the undepreciated 
capital cost to the taxpayer of the class, as applicable. Where such a conflict arises, section 85(1) 
(e.3) deems the elected amount to be the greater of the amount determined under section 85(1) 
(b) and the amount determined under section 85(1)(c.1) or (e). For example, if capital property 
with an adjusted cost base of $120 and a fair market value of $150 is transferred to a corporation 
for shares and no boot and the parties elect to have the transfer occur at an agreed amount of 
$100, section 85(1)(c.1) will apply to deem the elected amount to be $120: i.e., the lesser of the 
adjusted cost base and the fair market value of the property. However, if the taxpayer receives 
boot with a fair market value of $150, section 85(1)(e.3) will apply to deem the elected amount to 
be $150, since this is the greater of the amounts determined under sections 85(1)(b) and 85(1) 
(c.1). Section 85(1)(e.3) remains subject to section 85(1)(c), which limits the elected amount to 
the fair market value of the transferred property. 
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3.3.4 Order of Disposition of Properties 


Section 85(1)(e.1) provides that where more than one item of depreciable property of a 
prescribed class is disposed of at the same time, the determination of the limits on the elected 
amount as set out in section 85(1)(e) is made as to each property separately in the order 
designated by the taxpayer, or, if the taxpayer does not make such designation before the section 
85 election due date under section 85(6), in the order designated by the minister. This provision 
allows the undepreciated capital cost of a class to be reduced as each asset is disposed of to the 
corporation. 


The order of disposition can be relevant in situations where boot is receivable by the taxpayer. 
CRA provides an example in Interpretation Bulletin IT-291R3 based on the following scenario:42 


Cost of Property A: $100 
FMV of Property A: $80 
FMV of boot for Property A: $80 
Cost of Property B: $500 
FMV of Property B: $400 
FMV of boot for Property B: nil 
UCC of Class: $300 


If the order of disposition is Property B followed by Property A, then Property B would be 
transferred at $300, the undepreciated capital cost of the class, being the least of the three 
amounts under section 85(1)(e) and, pursuant to section 85(1)(e.3), the greater of the amounts 
determined under section 85(1)(e) and the amount determined under section 85(1)(b). If there 
was no boot, Property A could then be transferred for nominal consideration, since the amounts 
determined under both sections 85(1)(b) and 85(1)(e) would be nil. However, since, in this 
example, there is $80 of boot for Property A, the amount determined under section 85(1)(b), and 
by extension section 85(1)(e.3), would be $80. Thus, assuming that the taxpayer did not acquire 
any additional property of that class before the end of its taxation year, the taxpayer would suffer 
recapture in the amount of $80 under section 13(1). 


If, instead, the order of disposition is Property A followed by Property B, no recapture would 
arise. The parties would elect for Property A to be transferred at $80; this amount would not be 
deemed to be some other amount under section 85(1)(e.3), since it is both the fair market value of 
the property (section 85(1)(e)) and the fair market value of the boot (section 85(1)(b)). This 
amount would be deducted from the undepreciated capital cost of the class, leaving a balance of 
$220. Property B would then be transferred at this $220 amount, being the least of the three 
amounts under section 85(1)(e) and, pursuant to section 85(1)(e.3), the greater of the amounts 
determined under section 85(1)(e) and the amount determined under section 85(1)(b). The 


undepreciated capital cost of the class would be reduced to nil, without any resulting recapture. 


FOOTNOTES 


48 Tid at paragraph 15. 
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3.3.5 Consequences Where Benefit Conferred on a Related Person 


Section 85(1)(e.2) generally denies rollover treatment on a transfer to which section 85 applies, 
to the extent that a benefit is conferred on a person related to the taxpayer and the taxpayer 
intended to confer that benefit. The section provides that where the fair market value of the 
property transferred exceeds the greater of the elected amount and the fair market value of all 
property (including shares) received by the taxpayer as a result of the disposition, and any 
portion of the excess may reasonably be regarded as a benefit that the taxpayer desired to confer 
on a person related to the taxpayer, the elected amount is deemed to be increased by the benefit 
portion for the purposes of calculating the gain to the taxpayer and the cost of the property to the 
corporation. 


It is not sufficient for the taxpayer to confer a benefit in order for section 85(1)(e.2) to apply: it 
must be reasonable to regard the taxpayer as having desired to confer the benefit. Thus, where 
the facts show that the parties intended to transfer property at fair market value and made a bona 


fide attempt to determine the fair market value, section 85(1)(e.2) should not apply.42 Where 
section 85(1)(e.2) may apply, a price adjustment clause will generally be included in the transfer 
documentation and, where relevant, the share terms in order to reset the fair market value of the 
consideration in the event that the fair market value as determined by the parties proves 
incorrect. CRA does not, however, consider the existence of a price adjustment clause, in and of 


itself, to be sufficient to negate the conclusion that a benefit was desired to be conferred.22 


Section 85(1)(e.2) does not apply where the benefit is conferred on a corporation that is a wholly- 
owned corporation of the taxpayer immediately after the disposition. Section 85(1.3) defines a 
wholly-owned corporation to mean a corporation all the issued and outstanding shares of which 
(except directors' qualifying shares) belong to the taxpayer, a corporation that is a wholly-owned 
corporation of the taxpayer or a combination of the two.2! While this carve-out will generally 
allow a parent to transfer property to a directly or indirectly wholly-owned subsidiary without 
regard to section 85(1)(e.2), the same is not true in the case of a transfer between sister 


companies or from a subsidiary to a parent.22 


Section 85(1)(e.2) does not apply for purposes of computing the cost of any shares issued to the 
taxpayer, which, as discussed below, is determined under sections 85(1)(g) and (h). This 
incorporates a punitive element into the provision, since the taxpayer will realize a gain on the 
transfer of the property, but the additional deemed proceeds of disposition will not be reflected in 


the taxpayer's cost in the shares received.22 


Where preferred shares are received as consideration for the transferred property, CRA will 
generally not seek to apply the indirect benefit rule in section 85(1)(e.2) where the preferred 
shares have certain attributes. The shares must be redeemable at the option of the holder, with a 
redemption amount equal to the difference between the fair market value of the transferred 


property and any other consideration taken back, the net fair market value of the transferee 
corporation following the transfer must not be less than the retraction amount and the other 
rights and conditions of the shares must be such that the shares will maintain their value until 
redeemed. Restrictions on the redemption right may affect the value of the preferred shares 
and therefore the application of section 85(1)(e.2).22 Similarly, there should be no restriction on 
the transfer of the preferred shares, other than any restrictions required under the relevant 
corporate law in order to qualify as a private corporation. CRA generally requires that the 
preferred shares have priority over common shares in respect of dividends, and that no dividends 
can be paid on other classes of shares that would reduce the fair market value of the shares below 
their redemption price or result in the corporation not having sufficient assets to redeem the 
shares. Dividends may be cumulative or non-cumulative. The preferred shares should have 
absolute priority over all other classes of shares on a wind-up or liquidation as well as with 
respect to redemptions. While CRA does not require that shares be voting under all 
circumstances, they should at least have voting rights on any matter involving a change to the 
preference, rights, conditions or limitations attaching to them. 


CRA will also look to the terms of any shareholders agreement (unanimous or otherwise) to 
determine whether the fair market value of the preferred shares is less than the fair market value 
of the property transferred to the corporation, and has indicated that a shareholders agreement 
will be seen to reduce the fair market value of the preferred shares where it provides that the 
holder of the preferred shares agrees (a) not to require the redemption of all of its shares at the 
same time, (b) not to require the redemption of the shares without the consent of all of the 
shareholders, or (c) to accept as redemption proceeds a term note that does not bear interest at a 


commercially reasonable rate in the circumstances.2& 


The operation of the indirect benefit rule in section 85(1)(e.2) is illustrated in the following 
example. Assume that X owns 50% of the common shares of a corporation and Y, a related but not 
wholly-owned corporation, owns 25%. Assume further that X transfers capital property with an 
adjusted cost base of $1,000 and a fair market value of $5,000 to the corporation for preferred 
shares of the corporation with a fair market value of $1,000. The corporation and X elect $1,000 
pursuant to section 85(1). The amount under section 85(1)(e.2), which can reasonably be 
considered to be a benefit to Y, is computed as follows: 


Fair market value of property $5,000 
Less greater of 
(1) fair market value of shares and boot: $1,000 


(2) elected amount: $1,000 $1,000 
Excess $4,000 
Benefit conferred on related shareholder (25% of excess)22 $1,000 


The benefit portion is added to the elected amount so that the proceeds of disposition of the 
property will be $2,000, resulting in a capital gain of $1,000. However, the adjusted cost base of 
the shares received by X will be only the original elected amount of $1,000, since the additional 
benefit portion of $1,000 is not taken into account in computing the cost of the shares under 
section 85(1)(g) or (h). Nor is there any adjustment to the cost of the shares owned by Y. The cost 
of the property to the corporation will be $2,000, reflecting the benefit portion under section 
85(1)(e.2). 


While the related person will generally be a shareholder of the corporation, this is not necessary 
in order for section 85(1)(e.2) to apply. For example, where related persons are beneficiaries of a 
trust that is a shareholder of the corporation, section 85(1)(e.2) may apply where a benefit is 


conferred on the trust.22 


FOOTNOTES 


49 Revenue Canada Roundtable, TEI 1996 Annual Conference, CRA Document 9639160, dated May 12, 
1996. See also Ascot Enterprises Ltd. v. R., 1995 CarswellNat 1346, [1996] 1 C.T.C. 384, (sub nom. 
Jones v. R.) 96 D.T.C. 6015 (Fed. C.A.), where the Court considered the similar, but more "subjective," 
language in s. 56(2). 


20 rid. See §2.4 for a discussion of price adjustment clauses. 


S1i¢ is not clear that this carve-out is necessary to avoid the application of s. 85(1)(e.2) on a transfer to 
a wholly-owned corporation. See, for example, Revenue Canada Forum, 1996 Corporate Management 
Tax Conference, Q. 13, CRA Document 6M12570, dated June 14, 1996, where CRA addresses the fact 
that ss. 51(2) and 86(2) contain similar benefit provisions to s. 85(1)(e.2), but without the carve-out 
for wholly-owned corporations. CRA indicates that where a parent transfers property to a wholly- 
owned subsidiary, it would not consider it reasonable to regard any excess value as a benefit that the 
parent desired to confer on the subsidiary. 


32Se¢, for example, CRA Document 9639160, supra note 49. 


23m order for s. 52(1) to apply to increase the value of the shares by the amount of the benefit, it would 
be necessary to show that the income to the taxpayer arising as a result of s. 85(1)(e.2) is an amount 
"in respect of" the value of the shares. Even given the expansive meaning given to this phrase in 
Nowegijick v. The Queen, 1983 CarswellNat 520, 1983 CarswellNat 123, [1983] C.T.C. 20, 83 D.T.C. 
5041 (S.C.C.), this seems unlikely, since the existence of the benefit presupposes that the value is not 
reflected in the consideration received by the taxpayer on the transfer. 


>4See Roundtable on Federal Taxation, 2008 APFF Conference, Q. 23, CRA Document 2008-0285241C6, 
dated October 10, 2008, for a summary and review of CRA's position on preferred shares and the 
benefit rule in s. 85(1)(e.2) and other similar provisions. See also Information Circular IC 76-19R3, 
paragraph 24, dated June 17, 1996; Revenue Canada Roundtable, 1993 CTF Conference Report 
(Toronto: Canadian Tax Foundation, 1994), Q. 47; CRA Document E4M0966, undated; Revenue 
Canada Roundtable, 1990 CTF Conference Report (Toronto: Canadian Tax Foundation, 1991), Q. 34; 
Revenue Canada Roundtable, 1981 CTF Conference Report (Toronto: Canadian Tax Foundation, 
1982), Q. 53; Revenue Canada Roundtable, 1980 CTF Conference Report (Toronto: Canadian Tax 
Foundation, 1981), Q. 13; and Rulings Position Paper, CRA Document RCT 85-181, dated July 1, 1980. 
For a ruling containing sample share terms, see Advance Income Tax Ruling, CRA Document 2008- 


0267251R3, dated January 1, 2008. 


25See Technical Interpretation, CRA Document 9500555, dated February 2, 1995, and Advance Income 
Tax Ruling, CRA Document 9119191, dated August 25, 1991. 


26cRA Roundtable, 2011 CTF Journees d'etude fiscale, Q. 1, CRA Document 2011-0404641C6, dated 
June 10, 2011. 


S71 this example, 50% of the excess will accrue to the taxpayer's own common shares and 25% will 
accrue to the other, unrelated, shareholders. 


28 se¢@ Technical Interpretation, CRA Document 2000-0037905, dated October 2, 2000. 
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3.4 Shareholder Benefit 


A shareholder benefit can arise under section 15(1) on a transfer under section 85(1), where the 
fair market value of the consideration received from the corporation exceeds the fair market 
value of the transferred property. Where section 15(1) applies, an amount equal to the value of 
the benefit is included in the shareholder's income (except to the extent that it is deemed by 
section 84 to be a dividend). Where the shareholder is a non-resident, the amount is deemed by 
section 214(3)(a) to be a dividend for purposes of Part XIII of the Act, giving rise to 25% 
withholding tax (subject to reduction under an applicable treaty) under section 212(2). The 
amount of the benefit will generally be added to the shareholders' cost of the property under 
section 52(1) for purposes of determining capital gains or losses in respect of the property. 


No benefit should arise, however, in respect of common shares issued by a wholly-owned 
corporation, on the basis that the fair market value of all the common shares owned by the 
taxpayer immediately after the transfer cannot exceed the fair market value of the property 


transferred to the corporation.22 


This would not necessarily be the case on a transfer to a corporation with more than one 
shareholder or possibly where fixed value preferred shares are received as consideration. 


FOOTNOTES 


29see, for example, Technical Interpretation, CRA Document 2000-0010165, dated April 12, 2000. 
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3.5 V-Day Amounts 


Where property owned on "valuation day"®2 or "V-day" is transferred to a corporation under 
section 85(1), the elected amount should be equal to the adjusted cost base as determined based 
on the fair market value of the property on that day. However, in many situations it is difficult to 
determine the value of the property on V-day accurately. If CRA or the courts subsequently 
determine that the fair market value of the property on V-day is different from the fair market 
value estimated by the taxpayer, a capital gain may arise on the transfer (if CRA's value is less 
than the taxpayer's value) or there may be a loss of cost basis (if CRA's value is greater than the 
taxpayer's value). Where CRA's value is greater than the taxpayer's estimated value, section 
85(1)(c.1) will not operate to bump the elected amount to the value of the property if section 
26(3) of the ITAR, the "tax-free zone" or median rule, applies. Section 85(1)(c.1) refers to the cost 
amount of the property "at the time of the disposition" which, as determined under section 26(3) 
of the ITAR, will be the median of the actual cost, the fair market value on V-day and the elected 
amount (not the fair market value of the property). In the past, CRA recognized this problem in 


Information Circular IC 76-19R,&! and indicated that it would adjust the elected amount under 
section 85(1) if the taxpayers indicated on Form T2057 that they intended to elect the adjusted 
cost base of the property. However, the revised versions of the circular make no reference to this 
administrative practice. CRA has stated that this administrative practice has been discontinued 
and that it will require an amended election if there is a disagreement as to the proper V-day 


value.&2 


FOOTNOTES 


60 efined in s. 24 of the ITAR as December 22, 1971 for property prescribed to be a publicly-traded 
security and December 31, 1971 for any other property. 


81nated November 13, 1978, at paragraph 14. 


62 Revenue Canada Roundtable, 1991 CTF Conference Report (Toronto, Canadian Tax Foundation: 
1992): Q. 21, p. 50:12. 


2019 Thomson Reuters Canada Limited 
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3.6 Consideration Received by Taxpayer 


2019 Thomson Reuters Canada Limited 
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3.6.1 Timing of Share Issuance 


The Federal Court of Appeal held in Barnabe Estate v. Minister of National Revenue® that 
there is no requirement under section 85(1) that the share consideration be issued at the 
same time, or even in the same year, as the transfer. The Court held that an agreement that 
entitles the taxpayer to payment in the form of share consideration in the future satisfies 
section 85(1). This principle is ascribed in Barnabe Estate to the Federal Court of Appeal 
decision in Dale v. R.,24 though it is more properly ascribed to the Tax Court of Canada 
decision of Bowman J. in that case.£2 Dale concerned the effect of a rectification order in a 
situation where an asset was transferred to a corporation, purportedly on a section 85(1) 
rollover, but certain corporate documentation necessary for the creation and issuance of the 
shares had not been filed with the provincial registrar. The Tax Court held that the 
rectification order could not have retroactive effect, and that the shares were therefore not 
issued until, at the earliest, four years after the transfer. Nevertheless, the Tax Court held 
that valid consideration had been provided for purposes of section 85(1): 


The expression "consideration that includes shares" does not, as counsel suggests, imply that the share 
must necessarily be issued simultaneously with the transfer of property to the company or indeed within 
the same taxation year. What is essential is that there be either an actual issuance of shares or a binding 
obligation to do so at the time of transfer and that the shares be issued within a period of time that, in all 
the circumstances, is reasonable.&& 


The Federal Court of Appeal in Dale upheld the Tax Court decision that the section 85(1) 
election was valid, but was not required to opine on the timing of the issuance since it held 
that the rectification order did have retroactive effect. 


CRA's view on the timing of the issuance is that it will accept an election under section 85(1) 
where the shares to be issued have not been legally authorized under the articles of the 
corporation provided that the corporation is required under an agreement to issue the 
shares, the steps necessary to file the articles of amendment to authorize the shares are 
commenced immediately and, upon completion of the necessary amendments, the shares 
are issued without delay.22 While this position would appear to be more restrictive than that 
established in Dale and Barnabe Estate, CRA has indicated that it would accept the validity 
of a section 85(1) election notwithstanding that the amendment to the articles required to 
issue the shares was made after the date on which the election was required to be made 


under section 85(6).88 


FOOTNOTES 


63 Barnabe Estate v. Minister of National Revenue, 1999 CarswellNat 2950, 1999 CarswellNat 
1101, [1999] 4 C.T.C. 5, (sub nom. Barnabe Estate v. R.) 99 D.T.C. 5387 (Fed. C.A.), per Sexton 
jJ.A., at paragraph 32. 


64 pale vy, R., 1997 CarswellNat 2710, 1997 CarswellNat 391, [1997] 2 C.T.C. 286, 97 D.T.C. 5252 
(Fed. C.A.). 


55 pale v_R., 1993 CarswellNat 1255, (sub nom. Dale v. Canada) [1994] 1 C.T.C. 2303, 94 D.T.C. 
1100 (T.C.C.), reversed in part 1997 CarswellNat 2710, 1997 CarswellNat 391, [1997] 2 C.T.C. 


286, 97 D.T.C. 5252 (Fed. C.A.). 
86 pid, at 2371. 
8717-2913, supra note 21 at paragraph 35. 


68Roundtable on Federal Taxation, 2010 APFF Conference, Q. 22, CRA Document 2010- 
0373231C6 dated October 8, 2010. CRA makes clear that this position does not extend to s. 
51(1). See also 2003 APFF Conference, Q. 18, CRA Document 2003-0030145, dated October 10, 


2003. 
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3.6.2 Determination of the Taxpayer's Cost of Consideration 


Sections 85(1)(f) to (h) contain the rules for determining the cost to the taxpayer of the 
consideration received from the corporation. Under these provisions, cost is allocated first 
to boot, then to preferred shares and finally to common shares. 
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(a) Cost of Boot 


The cost to the taxpayer of any boot is deemed by section 85(1)(f) to be equal to the lesser of: 
(i) the fair market value of the boot at the time of disposition; and (ii) that proportion of the 
fair market value of all the property transferred to the corporation that the fair market value 
of the boot is of the fair market value of all boot received as consideration for the disposition. 


If the fair market value of the boot received on the disposition exceeds the fair market value 
of the property transferred to the corporation, section 85(1)(f) reduces the taxpayer's cost of 
the boot, in the aggregate, to the fair market value of the property disposed of. However, any 
such excess will be included in the taxpayer's income as a shareholder benefit under section 
15(1), and section 52(1) will apply to add the amount of the benefit to the taxpayer's cost of 
the boot. 
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(b) Cost of Preferred Shares 


The cost to the taxpayer of preferred shares of any class of the corporation receivable as 
consideration for the disposition is deemed by section 85(1)(g) to be the lesser of: (i) the fair 
market value of such shares; and (ii) that proportion of the amount by which the proceeds of 
disposition exceed the fair market value of any boot that the fair market value of preferred 
shares of that class is of the fair market value of preferred shares of all classes receivable by 
the taxpayer. In other words, cost is allocated to the preferred shares, up to the fair market 
value of the shares, only to the extent that the proceeds of disposition (i.e., the elected 
amount) exceed the fair market value of any boot. Also, where more than one class of 
preferred shares are issued and the aggregate fair market value of the preferred shares is 
less than the amount by which the proceeds of disposition exceed any boot, section 85(1)(g) 
will allocate the cost amount of the shares in accordance with the relative fair market values 
of the shares of each class. As discussed below, section 85(2.1) will generally reduce paid-up 
capital on the same basis. 


It will sometimes be desirable, on a transfer under section 85(1), to create a class of 
preferred shares with high cost and paid-up capital and another class with lower cost and 
paid-up capital. As a result of the pro-rating rule in section 85(1)(g), a sequence of transfers 
is generally required in order to achieve this result. For example, a taxpayer wishes to 
transfer eligible property with an adjusted cost base of $200 and a fair market value of 
$1,000 in exchange for preferred shares with a redemption value, cost and paid-up capital of 
$200 and preferred shares of a separate class with a redemption value of $800, but a cost 
and paid-up capital of nil. Assuming that no preferred shares are outstanding at the time of 
the transfer, if the taxpayer transferred the property to the corporation under section 85(1), 
with an agreed amount of $200, on a single transfer for shares of the two classes of 
preferred shares, section 85(1)(g) would apply to allocate one-fifth of the cost, or $40, to the 
class of preferred shares with a redemption value of $200 and four-fifths of the cost, or $160, 
to the class of preferred shares with a redemption value of $800. The taxpayer can avoid this 
pro-ration by instead transferring the property under section 85(1), with an agreed amount 
of $200, in exchange for a promissory note with a principal amount of $200 and preferred 
shares with a redemption value of $800. Sections 85(1)(f) and 85(1)(g) will apply to allocate 
a cost of $200 to the note and nil to the preferred shares. The taxpayer can then transfer the 
note to the corporation on a second transfer for a separate class of preferred shares with a 


redemption value of $2 00.89 


FOOTNOTES 


59wnhile this kind of sequencing transaction is necessary in order to allocate all of the cost to one 


class of shares, it may not be necessary to allocate the paid-up capital. Section 85(2.1) will 
generally apply to reduce the paid-up capital of the two classes of shares on a pro rata basis. 
However, in a non-arm's length transaction the corporation can, under the relevant corporate 
law, generally limit the paid-up capital to an amount lower than the fair market value of the 
transferred property and can allocate the stated capital between the share classes as the 
directors see fit: in this case, for example, $200 to one class and nil to the other. Since the 
aggregate addition to the paid-up capital of the shares in this case would not exceed the elected 
amount, s. 85(2.1) would not operate to reduce or re-allocate the paid-up capital of the shares 
and s. 84(1) would not apply to deem a dividend to be paid on the shares. 
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(c) Cost of Common Shares 


Under section 85(1)(h), the cost to the taxpayer of common shares of any class receivable as 
consideration for the disposition is deemed to be the balance remaining after the elected 
amount is allocated to any boot or preferred shares under sections 85(1)(f) and 85(1)(g). If 
no boot or preferred shares are receivable by the taxpayer, the cost of the common shares 
will be equal to the elected amount. If the fair market value of the boot and preferred shares 
taken back by the taxpayer equals or exceeds the elected amount, the cost of any common 
shares receivable by the taxpayer will be nil. 


2019 Thomson Reuters Canada Limited 
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3.6.3 Paid-up Capital of Shares Received 


Section 85(2.1) is an anti-avoidance rule that operates to limit the paid-up capital of the 
issued shares in order to prevent surplus stripping. Section 85(2.1) applies where section 
85(1) or (2) has applied in respect of a disposition of property to a corporation, other than a 
disposition of property in respect of which section 84.1 or 212.1 applies. Sections 84.1 and 
212.1 will generally apply to a non-arm's length transfer of shares of a Canadian company by 
a resident (other than a corporation) or a non-resident to a Canadian corporation.22 Sections 
84.1 and 212.1 each contain their own, separate, rules for the determination of the paid-up 
capital of the issued shares, in sections 84.1(1)(a) and 212.1(1)(b) respectively, which trump 
section 85(2.1). Thus, if the conditions for the application of sections 84.1 or 212.1 are 
satisfied and the amount determined under sections 84.1(1)(a) or 212.1(1)(b) is nil, there 
will be no adjustment to the paid-up capital of the shares notwithstanding that there would 


have been such an adjustment under section 85(2.1). 4 


Section 85(2.1)(a) reduces the paid-up capital of shares issued by the corporation by an 
amount equal to the increase in the paid-up capital otherwise determined minus the 
difference between the cost of the transferred property to the corporation (i.e., the elected 
amount)Z2 and the fair market value of any boot. Where shares of more than one class are 
issued, the reduction is prorated. CRA has indicated that, since section 85(2.1) operates 
automatically, it will apply to adjusted the paid-up capital of shares in respect of a transfer 


irrespective of whether the taxation year in which the transfer occurred is statute-barred.Z2 


The operation of section 85(2.1)(a) may be illustrated as follows. Assume that an individual 
resident in Canada owns land that is capital property with a fair market value of $100,000 
and an adjusted cost base to the individual of $30,000. The individual transfers the land toa 
taxable Canadian corporation under section 85(1) for consideration comprised of $30,000 
debt and $70,000 preferred shares (being the only issued shares of the class). The elected 
amount, and therefore the individual's proceeds of disposition of the land and the 
corporation's cost of the land, is $30,000. Furthermore, since the elected amount is equal to 
the fair market value of the boot, the cost to the individual of the shares is nil. The paid-up 
capital of a class of shares is determined by starting with the corporate stated capital and 
increasing or decreasing this amount under the Act, including section 85(2.1).2* Thus, if the 
amount added to the stated capital of the shares under the relevant corporate law is 
$70,000, in the absence of section 85(2.1), on a subsequent redemption of the shares for 
$70,000 the individual would realize a capital gain of $70,000 and no deemed dividend. If, on 
the other hand, the amount added to the stated capital under the relevant corporate law was 
a nominal amount of, say, $700, the individual would realize a deemed dividend of $69,300 


and a capital gain of $700. The effect of section 85(2.1)(a) is to reduce the paid-up capital of 
the shares by, in the first case, $70,000 (i.e., $70,000 minus the difference between $30,000 
and $30,000) and, in the second case, $700 (i.e., $700 minus the difference between $30,000 
and $30,000). In both cases, the paid-up capital of the shares becomes nil. 


Section 85(2.1)(b) prevents double taxation by providing for a paid-up capital addition 
where section 85(2.1)(a) previously required a paid-up capital reduction and there was 
subsequently a deemed dividend under section 84(3), (4) or (4.1). The paid-up capital 
addition under section 85(2.1)(b) equals the lesser of (i) the difference between any deemed 
dividends under sections 84(3), (4) and (4.1) and the amount of such dividends computed as 
if section 85(2.1)(a) did not exist and (ii) the amount of prior paid-up capital reductions 
under section 85(2.1)(a). Assume that a taxpayer received preferred shares of a new class on 
a rollover under section 85(1) with a redemption amount of $1,000 and that section 85(2.1) 
applied to reduce the paid-up capital of the shares from $1,000 to $200. If half of the shares 
were redeemed for $500, resulting in a deemed dividend of $400, the paid-up capital of the 
remaining shares would be reduced under section 85(2.1)(a) to nil. This is because section 
85(2.1)(a) applies at the time of the issuance of the shares of the class and at any time after, 
so that the paid-up capital would be $500 (being the stated capital of the class otherwise 
determined) minus $800.22 Under section 85(2.1)(b), $400 (i.e., the lesser of $400 minus nil 
and $800) would be added to the paid-up capital, so that the paid-up capital of the remaining 
preferred shares would be $500 minus $800 plus $400, or $100. 


Since the reduction to the paid-up capital under section 85(2.1) is tied to the elected 
amount, it will not apply to reduce the paid-up capital of the issued shares to the extent that 
the taxpayer elects to realize a gain on the transfer. In this respect it differs from the paid-up 
capital reduction under section 85.1(2.1), which will apply regardless of whether the 


taxpayer reports a gain or loss.2& 


FOOTNOTES 


190 Se¢ chapter 5. There is an extended meaning of non-arm's length for purposes of both ss. 84.1 
and 212.1. 


s¢¢ CRA Round Table, 2011 APFF Conference, Q. 24, CRA Document 2011-0412121C6, dated 
October 7, 2011, regarding s. 84.1(1)(a). 


T2cRA takes the view that where the transferred property consists of shares of the transferee 
corporation which are cancelled on the transfer, the corporation is still deemed to have cost in 
the property for purposes of the formula in s. 85(2.1). See Technical Interpretation, CRA 
Document 9413315, dated July 7, 1994. 


73Technical Interpretation, CRA Document 2013-047562117, dated June 17, 2013. 


T4See the definition of "paid-up capital" in s. 89(1). 


Under s. 257, an algebraic formula in the Act cannot result in a negative number, except as 
specifically otherwise provided. 


16se¢@ §6.1.4 for a discussion of s. 85.1(2.1). 
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3.6.4 Taxable Canadian Property 


Section 85(1)(i) provides that where the transferred property was taxable Canadian 
property to the taxpayer, all of the shares of the transferee corporation received by the 
taxpayer as consideration for that property are deemed to be taxable Canadian property for 
the 60-month period following the disposition. This provision applies both to non-resident 
and resident taxpayers, so that a resident taxpayer who subsequently becomes a non- 


resident will hold deemed taxable Canadian property.Z 


FOOTNOTES 


11 Technical Interpretation, CRA Document 2002-0127987, dated May 23, 2002. 
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3.6.5 Capital Property or Inventory 


It will generally be a question of fact whether the issued shares are capital property or 
inventory to the taxpayer. However, where the transferred property consists of all or 
substantially all of the assets used in an active business carried on by the taxpayer, section 


54.2 will deem the issued shares to be capital property.22 CRA's general position is that "all 


or substantially all" means 90% or more.22 


FOOTNOTES 


787 is CRA's long-standing position that s. 54.2 applies to partnerships, notwithstanding that s. 
54.2 requires that the transferor be a "person." See, for example, Technical Interpretation, CRA 
Document 903344, dated December 3, 1990, and, more recently, Advance Income Tax Ruling, 
CRA Document 2003-0009513, dated January 1, 2003, and Advance Income Tax Ruling, CRA 
Document 2000-0062843, dated January 1, 2001. 


19 See, for example, the Definitions section of IT-291R3, supra note 21 and Technical 
Interpretation, CRA Document 2000-0016765, dated February 28, 2001. 
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3.7 Property Received by Transferee Corporation 


The transferee corporation will acquire the transferred property at the elected amount 
under section 85(1)(a), subject to adjustment as discussed above. Where the taxpayer 
receives property from the corporation with a fair market value greater than that of the 
transferred property (resulting in a shareholder benefit to the taxpayer under section 15(1)) 


the excess will not be added to the corporation's cost in the property.22 


Where the taxpayer and the corporation are related, CRA takes the view that the character 
of the transferred property as capital property or inventory will generally flow through to the 
transferee corporation.2! Thus, where a corporation acquires capital property from a 
related person on a section 85(1) rollover and resells the property shortly after the 
acquisition, any gain will generally be a capital gain and not ordinary income of the 
corporation. 


The classification of depreciable property of a taxpayer will not automatically flow through 
to the transferee on a section 85(1) transfer. Thus, for example, property of Class 24 or 27 
(water and air pollution equipment acquired before 1999), Class 28 (certain mining 
properties), Class 29 (certain pre-1988 manufacturing and processing equipment) and Class 
34 (certain energy conservation equipment) will normally not continue in the same classes. 
As in the case of rental real properties and leasing properties that are accorded 
grandfathered status to the taxpayer (discussed above at §3.2.4), an exception is made, in 
Regulation 1102(14) and 1102(14.1), for certain butterfly and non-arm's length transfers. 


FOOTNOTES 


80where the taxpayer and the transferee corporation deal at arm's length, there will, of course, be 


an argument that the amount paid by the corporation is, in fact, equal to the fair market value 
of the property. However, an amount paid in excess of the fair market value, otherwise 
determined, may be seen as evidence that the parties are non-arm's length in fact, at least for 
purposes of the transfer. See §2.1.2 for a discussion of non-arm's length in fact. If the parties do 
not deal at arm's length, the corporation will be deemed to acquire the property for an amount 
equal to its fair market value under s. 69(1)(a). 


8117-291R3, supra note 21 and CRA Roundtable, 1995 APFF Conference, Q. 40, CRA Document 


9522550(E), dated January 1, 1995. This is generally consistent with the decision in Mara 
Properties Ltd. v. R., 1996 CarswellNat 584F, 1996 CarswellNat 868, [1996] 2 C.T.C. 54, 96 
D.T.C. 6309 (S.C.C.), which concerned the continuity of the characterization of property 
distributed on a wind-up under s. 88(1). 
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3.8 Deemed Dividends under Section 84 


Although the paid-up capital grind under section 85(2.1) will generally ensure that no 
deemed dividend arises under section 84 on a transfer under section 85(1), this will not 
always be the case. 


For example, a deemed dividend may arise in a transaction where the transferred property 
consists of shares of the transferee corporation. If both the elected amount and the 
aggregate amount of any boot plus the paid-up capital of the issued shares (after the section 
85(2.1) reduction) exceeds the paid-up capital of the transferred shares, a deemed dividend 
will arise under section 84(1) or 84(3). Under section 84(1) (which applies before section 
84(3), by virtue of section 84(6)), a deemed dividend will arise to the extent that the 
reduction in the paid-up capital of the transferred (and cancelled) shares is less than the 
increase in the paid-up capital of the issued shares, so that the exception in section 84(1)(c) 
will not be met. To the extent that section 84(1) does not apply, section 84(3) may apply. 
Section 84(3) applies, generally, where shares are redeemed, acquired or cancelled by the 
issuer for an amount in excess of the paid-up capital of the shares. The value of the issued 
shares for purposes of section 84(3) will be equal to the amount by which the paid-up capital 
of that class of shares is increased on the issuance, by virtue of section 84(5).22 See §4.8 and 
4.9 for a discussion of sections 84(1) and 84(3). 


Deemed dividends can sometimes be avoided by suppressing the stated capital under the 
relevant corporate law. Under section 26(3)(a) of the Business Corporations Act (Canada), 
for example, a corporation can add an amount that is less than the consideration received for 
the issued shares where the taxpayer and the corporation do not deal at arm's length, where 
the transferred property consists of shares of another corporation with which the transferee 
corporation does not deal at arm's length or with the consent of the taxpayer and all of the 
holders of shares of the issued class or series. 


FOOTNOTES 


82S ¢¢ CRA Document 9413315, supra note 72 regarding the possible application of s. 84(3) in 
such circumstances. 
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3.9 Partnership Transfers and Wind-ups: Sections 85(2) and (3) 


Pursuant to section 85(2), a partnership may transfer certain partnership property to a 
taxable Canadian corporation on a rollover basis, provided that the consideration for the 
transfer includes shares of the corporation. The rollover of partnership property in section 
85(2) is virtually identical to the rollover in section 85(1), so that section 85(1) will apply to 
the disposition mutatis mutandis as if the partnership were a taxpayer resident in Canada, 
except that: 


(1) while in certain circumstances a non-resident taxpayer can, by virtue of sections 
85(1.1)(b) and 85(1.1)(h), transfer capital property that is real property, an interest 
therein or an option in respect thereof, a partnership that is not a "Canadian 
partnership" cannot in any circumstances transfer such property under section 85; 
and 


(2) a partnership cannot transfer a NISA Fund No. 2 under section 85. 


A "Canadian partnership" is defined in section 102(1) as a partnership all of the members of 
which are resident in Canada. 


Section 85(2) is often used in conjunction with section 85(3), under which the partners can 
receive the shares of the transferee corporation from the partnership on a rollover basis, 
effectively converting their partnership interests into shares of the transferee corporation. 
For this reason, if the corporation issues shares in the name of the partners rather than the 
partnership as part of a section 85(2) rollover, CRA has indicated that sections 85(2) and (3) 
will still apply provided that the shares are intended to be beneficially owned by the 


partnership.22 


Under section 85(3), where section 85(2) applies to the disposition of partnership property 
to a taxable Canadian corporation, the affairs of the partnership are wound up within 60 
days after the disposition and immediately before the winding-up there was no partnership 
property other than money or property received from the corporation as consideration for 


the disposition:84 


(1) the cost to each partner of property received on the winding-up as consideration 
for the disposition of the partner's partnership interest (other than shares in the 
corporation or a right to receive such shares) is deemed to be the fair market value 
of the property at the time of the winding-up (section 85(3)(d)); 


(2) where a partner receives both common and preferred shares of the corporation 
on the winding-up of the partnership, the cost to the partner of preferred shares of 


any class of the corporation is deemed to be the lesser of: 
(a) the fair market value of the preferred shares; and 


(b) the amount by which the adjusted cost base of the partner's partnership 
interest immediately before winding-up exceeds the fair market value of non- 
share consideration receivable by the partner, allocated pro rata, if preferred 
shares of more than one class are receivable, between the classes based on the 
relative fair market value of such shares (section 85(3)(e)(i)); 


(3) where no common shares of the corporation are receivable by the partner, the 
cost to the partner of the preferred shares of the corporation is the amount referred 
to in (2)(b) above (section 85(3)(e)(ii)); 


(4) the cost to each partner of common shares of the corporation is deemed to be the 
amount by which the adjusted cost base of the partner's partnership interest 
immediately before winding-up exceeds the aggregate of the fair market value of all 
non-share consideration and the cost of any preferred shares receivable, allocated 
pro rata, if common shares of more than one class are receivable, between the 
classes based on the relative fair market value of such shares (section 85(3)(f)); 


(5) the proceeds of disposition of the partnership interest of each partner are 
deemed to be the cost to the partner of all shares and property received or 
receivable, plus any money received, by the partner as consideration for the 


disposition of the partnership interest (section 85(3)(g)) 35 and 


(6) where the partnership has distributed partnership property that consists of 
money or property received from the corporation under the section 85(2) 
transaction, the partnership is deemed, notwithstanding section 98(2), to have 
disposed of such property at its cost amount (section 85(3)(h)). 


CRA will consider the affairs of a partnership to be wound up for purposes of section 85(3) 


where all of the property of the partnership has been distributed to the partners.26 CRA has 
indicated that, where beneficial ownership of the partnership property is transferred within 
the 60-day period, but legal title is not transferred until after the end of the period because 
the parties are awaiting the valuation necessary to effect the transfer, and legal title is 
transferred as soon as is practical, it would generally consider the 60-day requirement to be 


met.82 


CRA takes the view that while section 85(2) may apply on a transfer to more than one 
corporation,28 section 85(3) will only apply in respect of a transfer under section 85(2) to a 


single corporation.22 In other words, CRA will not allow sections 85(2) and 85(3) to be used 
to perform a split-up butterfly of a partnership. 


FOOTNOTES 


83 Interpretation Bulletin IT-378R, paragraph 2, dated February 15, 1980. 
84The money need not have been received from the corporation. Ibid. at paragraph 1. 


85 section 100(2) will apply to trigger a gain for any partner with "negative" cost in the 
partnership. See Technical Interpretation, CRA Document 2013-0501831E5, dated December 
20, 2013. 


86 supra note 83 at paragraph 7. See also Technical Interpretation, CRA Document 2014- 
052271E5, dated May 8, 2014. 


87 Technical Interpretation, CRA Document 2014-0559731E5, dated January 14, 2015. 


88Though certain kinds of property may not be divisible, such as depreciable property of a 


particular class. See Technical Interpretation, CRA Document 2001-0071495, dated May 29, 
2002. 


89 thid.; Technical Interpretation, CRA Document 9512165, dated July 6, 1995, and IT-378R, supra 
note 83 at paragraph 3. 
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2019 Thomson Reuters Canada Limited 
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3.10.1 Mechanics of the Election 


Section 85(6) provides that a section 85 election must be made by the taxpayer and the 
corporation (jointly on Form T2057, or Form T2058 for a partnership) and filed on or before 
earliest of the days on which any taxpayer making the election is required to file its tax 
return for the year in which the transfer occurs. In the case of a transfer under section 85(2), 
the election form must be signed by all of the partners of the partnership or by a person 
authorized in writing by all of the partners. Where the corporation has amalgamated and the 
amalgamated corporation is a continuation of the corporation, CRA will accept a form signed 
by the successor.22 The form is filed by the taxpayer (or a partner designated by the 
partnership) at the tax centre where the taxpayer files its tax return or, in the case of a 
partnership or multiple transferors of the same property, at the tax centre where the 


corporation files its tax return.2! CRA requires that the elected amount be expressed as a 
dollar amount, as opposed to a descriptive amount.22 


Pursuant to section 85(7), an election that is not filed on a timely basis is deemed to have 
been filed on a timely basis if the election is filed within three years of the day on which the 
election should have been filed under section 85(6). A late-filed election must be 
accompanied by a payment, by the taxpayer or the partnership, of an estimate of the late- 
filing penalty owing under section 85(8) (described below). 


Under section 85(7.1), CRA may, where it would be "just and equitable," accept a late-filed or 

amended election after the expiry of the three-year period. Where section 85(7.1) applies, 

the late election or amended election is deemed to have been filed on a timely basis provided 

that the penalty calculated under section 85(8) is paid at the time of filing of the election or 

amended election. In the case of an amended election, section 85(7.1) applies to deem the 
93 


prior election not to have been effective.=2 

CRA has indicated that it will generally accept an amended election to correct a situation 
that resulted in unintended tax consequences: for example, to correct an inaccurate 
property valuation or an inaccurate calculation of adjusted cost base, or where a provision 
such as section 84.1 or 85(1)(e.2) applied to give rise to immediate tax where it is clear that 
the parties intended that no immediate tax consequences should arise. CRA has also 
indicated that it will not accept an amended election in certain circumstances, including to 


allow retroactive tax planning.2* An amended election is not required for "obvious" 
typographical errors.22 


While CRA has, in the past, taken the position that an amended election is required in order 


to give effect to a price adjustment clause, it has reversed this position.2©& 


A taxpayer may apply to the Federal Court for judicial review of a decision of CRA refusing to 


accept a late or amended election under section 85(7.1).22 The courts have held that an 
exercise of discretion under section 85(7.1) will not be overturned unless it is made in bad 
faith, without regard to material facts, on the basis of irrelevant facts or if the decision was 
contrary to law.22 The Supreme Court decision in Dunsmuir v. New Brunswick,22 in which 
the Court does away with the often unhelpful distinction between "reasonableness 
simpliciter' and "patent unreasonableness" in judicial review cases, would not appear to 
materially alter this standard of review. The principle established in Dunsmuir is that the 
Court should only intervene where the decision of the CRA is unreasonable in the sense that 
it falls outside of the "range of possible, acceptable outcomes which are defensible in 
respect of the facts and law."100 

The amount of the penalty under section 85(8) is the lesser of (a) 1/4 of 1% of the difference 
between the fair market value of the transferred property and the elected amount for each 
month or part thereof that has passed since the election was required to be filed under 
section 85(6) and (b) $100 multiplied by the number of months and partial months referred 
to in (a), but not exceeding $8,000 in total. The minister is directed by section 85(9) to 
assess, with all due dispatch, the amount of the penalty payable in respect of a late-filed or 
amended election and any amount in excess of the amount paid by the taxpayer becomes 
due and payable forthwith. The taxpayer is entitled to object to the assessment under 
section 165 or may apply for a waiver of penalties under the "fairness" provisions in section 
220(3.1). 


FOOTNOTES 


9077-2913, supra note 21 at paragraph 36. 


Isee IC 76-19R3, supra note 54, paragraphs 9-14 and Forms T2057 and T2058 for detailed filing 
instructions. 


92 thi. at paragraph 1. 


23 where CRA exercises its discretion under s. 85(7.1) to accept an election that is amended or 


filed after the expiry of a taxpayer's normal reassessment period in s. 152(3.1), it appears to be 
standard administrative practice that CRA will reassess the relevant year, notwithstanding that 
the year may be statute-barred. With the possible exception of s. 152(4.2) (which allows CRA to 
reassess an individual, but not a corporation, with the individual's consent up to 10 years after 
the expiry of the individual's normal reassessment period) there does not appear to be any 


statutory authority for such a reassessment. Compare the rule in s. 220(3.2) (which provides 
CRA with the discretion to accept certain prescribed late-filed elections, not including s. 85 
elections), and the companion rule in s. 220(3.4) that expressly gives CRA the power to reassess 
the taxpayer after the expiry of the normal reassessment period. 


24 See IC 76-19R3, supra note 54, paragraphs 15-18 for general guidelines of the process for 
making a request under s. 85(7.1) and a list of circumstances in which CRA has stated that it 
would generally reject or accept an amended election. See also Technical Interpretation, CRA 
Document 2003-0048585, dated December 2, 2003. 


ic 76-19R3, ibid. at paragraph 19. 


26Federal Taxation Round Table, 2011 APFF Conference, Q. 23, CRA Document 2011-0412111C6, 
dated October 7, 2011 and Federal Taxation Round Table, 2007 APFF Conference, Q. 21, CRA 
Document 2007-0243251C6, dated October 5, 2007. 


97 pursuant to section 18.1 of the Federal Courts Act (Canada). The Tax Court of Canada does not 
have jurisdiction to hear an application for the judicial review of a discretionary decision by the 
minister under subsection 85(7.1) of the Act. See, for example, Govender v. R., 2010 
CarswellNat 3868, 2010 CarswellNat 4697, [2011] 2 C.T.C. 2144, 2010 D.T-C. 1361 (Eng.) 
(T.C.C.) and Vachon c. R., 2006 CarswellNat 4318, 2006 CarswellNat 6230, 2007 D.T.C. 321 
(Fr.), (sub nom. Vachon v. R.) 2008 D.T.C. 4082 (Eng.) (T.C.C. [General Procedure]). 


Bee Bugera v. Minister of National Revenue, 2003 CarswellNat 863, 2003 CarswellNat 4741, 
[2003] 3 C.T.C. 256, 2003 D.T.C. 5282 (Fed. T.D.) and Barron v. Minister of National Revenue, 
1997 CarswellNat 7, 1997 CarswellNat 3660, [1997] 2 C.T.C. 198, 97 D.T.C. 5121 (Fed. C.A.), 
leave to appeal refused (1997), 223 N.R. 78 (note) (S.C.C.). 


99 nunsmuir v. New Brunswick, 2008 CarswellNB 124, 2008 CarswellNB 125, [2008] 1 S.C.R. 190 
(S.C.C.). 


100 thi. at paragraph 47. Dunsmuir was applied in S. Cunard & Co. v. Canada (Attorney General), 
2012 CarswellNat 2251, 2012 CarswellNat 3740, [2012] 6 C.T.C. 1, 2012 D.T.C. 5122 (FC.), 


with respect to s. 85(7.1). 
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3.10.2 Listing of Transferred Properties 


Section 85(1) applies on a property by property basis. Thus, the parties are required to list 
each property and allocate a portion of the share consideration and any boot to each 
property. In order for the rollover to be available in respect of a particular property, the 
taxpayer must receive a share or a fraction of a share as consideration for the transfer24 


The parties must also allocate some part of the agreed amount to each property, even if only 
a nominal sum of $1 102 


Any boot received must also be allocated among the transferred property, keeping in mind 
that the taxpayer will realize a gain in respect of a property to the extent that the value of 
such non-share consideration exceeds the taxpayer's cost of the property. Where the 
corporation assumes liabilities in excess of the cost of the transferred property to which the 
liabilities relate, CRA will allow the parties to allocate the excess to other transferred 
properties without applying section 85(1)(b) to give rise to a gain in respect of the first 
property, provided that the other properties are retained by the corporation. See the 
discussion at §3.3.1 above. 


If a property does not appear on the Form T2057 or Form T2058, CRA will assume that the 
property was transferred for proceeds equal to its fair market value. Subject to amending 
the election under section 85(7.1), the taxpayer will bear the consequences of any 


uncertainty as to the properties transferred under the election.123 


CRA will relieve a taxpayer from the requirement to describe each particular transferred 
property where a taxpayer transfers all of the depreciable properties in a prescribed class. 
In such a case it is only necessary to indicate the total fair market value of the properties, 
the lesser of the undepreciated capital cost and the cost of the properties, the fair market 


value of consideration and the agreed amount for the whole class.12%4 


FOOTNOTES 


101 since the definition of "share" in s. 248(1) includes a fraction of a share, the issuance of a 
fraction of a share is sufficient for purposes of s. 85(1). 


1021¢ 76-19R3, supra note 54, at paragraph 4. 


103 cee, for example, Deconinck v._R., 1990 CarswellNat 374, (sub nom. Deconinck v. Canada) 
[1990] 2 C.T.C. 464, 90 D.T.C. 6617 (Fed. C.A.). 


1047¢ 76-19R3, supra note 54 at paragraph 3. 


2019 Thomson Reuters Canada Limited 
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4 — CAPITAL REORGANIZATIONS 


Given the broad definition of "disposition" in section 248(1), the alteration by a corporation 
of its capital structure will often result in a disposition of the shares of the corporation, 
potentially giving rise to the realization of a capital gain or a capital loss by the 
shareholders. However, in many situations, a reorganization of the capital of a corporation 
results only in a change in the form of a shareholder's investment in the corporation. 
Consequently, the Act allows certain types of capital reorganizations to occur on a rollover 
basis, without the realization of any gain or loss by the shareholders. The tax consequences 
of various transactions involving the reorganization of the capital of a corporation are 
discussed below. 
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4.1 Section 86: Exchange of Shares in a Reorganization of Capital 


Section 86 provides a rollover on a share exchange where the exchange occurs as part of a 
reorganization of the capital of a corporation. Except where section 85(1) or 85(2) applies to 
a transfer, section 86 will apply in respect of a disposition by a taxpayer, in the course of a 
reorganization of the capital of a corporation, of capital property consisting of all of the 
shares held by the taxpayer of a given class of shares of the corporation where property 
consisting of other shares of the corporation is included in the property receivable from the 
corporation in exchange. Where section 86 applies to a disposition: 


(1) the cost to the taxpayer of any non-share consideration receivable for the old 
shares is the fair market value of such consideration (section 86(1)(a)); 


(2) the cost to the taxpayer of any new shares receivable for the old shares is the 
taxpayer's adjusted cost base of the old shares minus the fair market value of any 
non-share consideration receivable (section 86(1)(b)); 


(3) where more than one class of new shares is received, the cost determined under 
section 86(1)(b) is apportioned among each class in accordance with the respective 
fair market values of the shares of each class so received; and 


(4) subject to the indirect gift rule in section 86(2), the taxpayer's proceeds of 
disposition of the old shares equals the aggregate of the cost amounts determined 
under sections 86(1)(a) and 86(1)(b) (section 86(1)(c)). 


Under the pro rata rule in sections 86(1)(b)(i) and (ii), the adjusted cost base of new shares 
of a class is calculated by multiplying the total cost of the shares to the taxpayer by a 
fraction, the numerator of which is the fair market value of the new shares of that class and 
the denominator of which is the fair market value of all of the new shares, in each case 
determined immediately after the disposition. This formula applies whether there is one or 
several classes of new shares. As a result, where the new shares of a class have a fair market 
value of nil, the taxpayer's adjusted cost base in the shares will be nil, regardless of the 
adjusted cost base of the exchanged shares.+ In such a case a taxpayer might consider 
electing to have section 85 apply to the transfer, either to preserve the adjusted cost base or, 
where the exchanged shares have no value, to trigger the loss. 


A taxpayer may receive non-share consideration up to the taxpayer's adjusted cost base of 
the old shares without a capital gain arising under section 86, though a deemed dividend 
may arise in such circumstances under section 84(3) to the extent that the non-share 
consideration exceeds the paid-up capital in respect of the shares.2 Except where such a 
deemed dividend arises, in which case the proceeds of disposition of the old shares will be 


reduced under (j) of the definition of "proceeds of disposition" in section 54, the proceeds of 
disposition under section 86 can never be less than the adjusted cost base of the old shares. 
Thus, no capital loss can arise on a disposition of shares to which section 86 applies except 
to the extent of a deemed dividend under section 84(3) or any costs incurred for the 
purposes of disposing of the old shares.2 Where the taxpayer is a corporation, trust, or 
partnership, such a loss realized in respect of shares disposed of for share consideration 


may be suspended under section 40(3.4), since section 40(3.5)(b) will deem the new shares 


to be identical to the old shares.4 


Where section 86 does not apply, a rollover may be available under section 51 (discussed 
below in §4.3) or section 85 (discussed in chapter 3). 


FOOTNOTES 


JR 


See CRA Liaison Meeting, Tax Executive Institute 2008 Conference, Q. 17, CRA Document 2008- 
0300391C6, dated December 9, 2008. 


i) 


See §4.1.7. 


|uo 


See Technical Interpretation, CRA Document 2004-0055321E5, dated February 9, 2004. 


See §2.6 for a discussion of these and other stop-loss rules. 
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4.1.1 Eligible Transferors and Corporations 


Section 86 is not restricted to Canadian resident transferors and as such should apply 


equally to residents and non-residents.2 CRA takes the view that a partnership constitutes a 
taxpayer for purposes of section 86(1), and so is eligible for the rollover, on the basis that the 
partnership is treated as a person resident in Canada under section 96(1) for purposes of 
computing the partners' income and on the basis of the exclusion language in section 86(3), 
which provides that section 86(1) will not apply where a partnership has filed an election 


under section 85(2).& 


The corporation may be either a Canadian resident or a non-resident corporation. 


FOOTNOTES 


Jon 


See Technical Interpretation, CRA Document 2001-0116375, dated January 2, 2002. CRA has, 
however, questioned whether a non-resident who disposes of shares that are not taxable 
Canadian property, and who is not otherwise taxable under the Act, constitutes a "taxpayer" for 
purposes of the Act, albeit not in the context of s. 86. See, for example Advance Income Tax 
Ruling, CRA Document 2004-007954, dated January 1, 2004 and Technical Interpretation, CRA 
Document 9003617, dated July 31, 1990. 


In 


Technical Interpretation, CRA Document 2005-0150411E5, dated December 16, 2005 and 
Technical Interpretation, CRA Document 9RCT 5-6585, dated November 7, 1988. CRA takes the 
same position for ss. 51(1) and 85.1(1). 
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4.1.2 Disposition of All of the Shares of the Class Held by the Taxpayer 


Section 86 applies only if the taxpayer disposes of all of the taxpayer's shares of a particular 
class in the capital of the corporation. Where a corporation has issued a class of shares in 
one or more series, section 248(6) provides that the term "class" is to be read as a reference 
to a "series of the class." This condition should be met, therefore, where a shareholder 
disposes of all the shares of a particular series of a given class of shares held by it, 
notwithstanding that the shareholder may retain shares of a different series of the same 
class. 


Not every transaction that might be characterized as a reorganization of a corporation's 
capital will constitute a disposition, and so in some cases no rollover will be required. 
However, a disposition, even as part of a reorganization of capital, may not necessarily meet 
the criteria for the application of section 86(1). "Disposition" is defined in section 248(1) to 
include a transaction whereby a share is redeemed or cancelled. Where there is no 
redemption or cancellation, CRA takes the view in Interpretation Bulletin IT-4482 that 
changes to the rights and privileges attached to a class of issued shares (which would 
typically be effected by way of an amendment to the corporation's constating documents) 
may give rise to a disposition where the change is of "sufficient substance." In such 
circumstances the section 86 rollover may not be available since section 86 applies only if 
"property is receivable from the corporation" in exchange for the shareholder's old shares 
and such property includes other shares of the corporation. CRA has, however, applied 


section 86 to reorganizations of capital effected solely by way of amendment.2 


CRA gives the following examples of a substantial change to the rights attached to a share: a 
change in voting rights that effects a change of voting control of the corporation, a change in 
a defined entitlement on dissolution, a change in priority rights on dissolution, the addition 
or deletion of a dividend entitlement beyond a fixed preferential dividend and a change from 
cumulative to non-cumulative dividend rights (or vice versa).2 The courts have held that a 
fundamental change to an agreement can constitute a disposition of the rights under that 
agreement.12 Of course, an amendment to the terms of a share will not necessarily result in 
a disposition. In Shepp v. R.,4 for example, the Tax Court considered whether a disposition 
arose as aresult of an amendment to the articles of a corporation to allow holders of Class B 
shares to convert their shares to Class A shares on a one-to-one basis. The minister took the 
position that the rights and privileges attached to the Class B shares were inferior to those 
attached to the Class A shares, so that the amendment had the effect of increasing the value 
of the issued Class B shares and reducing the value of the issued Class A shares, resulting in 
a disposition of an economic interest from the Class A holder to the Class B holder. While the 


case was determined on other grounds, the Court, upon a review of relevant jurisprudence 
and commentary, expressed doubt that the amendment gave rise to a disposition for 


purposes of the Act.12 


In any case, CRA indicates that there will not be a disposition where the change is made by 


virtue of the existing terms of the shares.42 Also, where changes are made in respect of 
authorized but unissued shares, or where the changes do not result in a change in the 
relative interests of the shareholders (for example, where there is only one class of shares or 


the holdings of each shareholder in each class are in the same proportion), CRA takes the 


view that, in the absence of a cancellation or redemption, there will not be a disposition.14 


CRA also provides a list of changes that, on their own, would not in its opinion be considered 
to give rise to dispositions: the addition of an optional conversion feature, changes in voting 
rights that would not alter the ability of the shareholders at the time to elect the directors or 
control the affairs of the corporation, the removal or addition of a transfer restriction, the 
addition of a right of redemption in favour of the corporation, a change in ranking 


concerning a preference feature or a change in the rate for a fixed dividend entitlement.12 
CRA also takes the view that there is no disposition where a corporation reclassifies a class 
of its common shares by attaching thereto a right to exchange such shares for shares of 
another class with the same rights and privileges (except that one class of shares is entitled 


to receive non-taxable dividends).1& 


In the case of a stock split or consolidation, where all the shares of a class of stock of a 
corporation are replaced by a greater or lesser number of shares of the same class of stock 
of the same corporation in the same proportion for all shareholders, in circumstances where 
there is no change in the total capital represented by the issue, there is no change in the 
interest, rights, or privileges of the shareholders and there are no concurrent changes in the 


capital structure of the corporation or the rights and privileges of other shareholders, CRA 
17 


takes the position that no disposition or acquisition takes place. 
Where there is a disposition to which section 86 applies, the exchanged shares are 


considered to be disposed of to the corporation.18 


FOOTNOTES 


7 Dated June 6, 1980. 


8 See, for example, Advance Income Tax Ruling, CRA Document 2002-0163903, dated January 1, 


2002. See also Revenue Canada Round Table, Report of the Proceedings of the Forty-Fourth Tax 
Conference, 1992 Conference Report (Toronto: Canadian Tax Foundation, 1993) 54:1-75, Q. 20. 
If s. 86 does not apply to a reorganization effected by way of amendment, a rollover should be 
available under s. 51, provided there is no non-share consideration, on the basis that the 
taxpayer should be considered to "acquire" a share in such circumstances. 


9 Supra note 7 at paragraph 14. 


10sce Wiebe _v. R., 1987 CarswellNat 336, [1987] 1 C.T.C. 145, 87 D.T.C. 5068 (Fed. C.A.), 


concerning stock options and General Electric Capital Equipment Finance Inc. v. R., 2001 
CarswellNat 2915, 2001 CarswellNat 5110, [2002] 1 C.T.C. 217, 2002 D.T.C. 6734 (Fed. C.A.), 
leave to appeal refused 2002 CarswellNat 2539, 2002 CarswellNat 2540 (S.C.C.), concerning 
debt. 


11 shepp v. R., 1999 CarswellNat 3896, 1999 CarswellNat 72, [1999] 1 C.T.C. 2889, 99 D.T.C. 510 
(T.C.C.). 


12S¢¢ Brian J. Arnold and David A. Ward, "Dispositions—A Critique of Revenue Canada's 
Interpretation" (1980), 28:5 Can. Tax J. 559-84 for a critical discussion of CRA's position. See 
also Douglas S. Ewens, "When Is a 'Disposition'?" in Report of Proceedings of the Twenty-Sixth 
Tax Conference, 1974 Conference Report (Toronto: Canadian Tax Foundation, 1975), 515-41. 


13 supra note 7, paragraph 11. 
14 tpi. at paragraphs 9 and 10. 
15 Ipia. at paragraphs 5 and 15. 
16tnterpretation Bulletin IT-146R4, dated September 6, 1991. 


17 interpretation Bulletin IT-65, dated September 8, 1972. See §4.6 regarding stock splits and 
consolidations. 


18 special Risks Holdings Inc. - Placements risques spéciaux Inc. v. R., 1986 CarswellNat 228, 


[1986] 1 C.T.C. 201, 86 D.T.C. 6035 (Fed. C.A.). 


01 JUL 2023 PAGE 285 


Taxation of Corporate Reorganizations Third Edition 
4 — CAPITAL REORGANIZATIONS 
4.1 Section 86: Exchange of Shares in a Reorganization of Capital 
4.1.3 Reorganization of the Capital of the Corporation 


4.1.3 Reorganization of the Capital of the Corporation 


There is no definition of the phrase "reorganization of the capital of a corporation" in the Act 
and neither the courts nor CRA has provided a clear position on what constitutes a 
reorganization for purposes of section 86. Nevertheless, it is generally accepted that a 
change made to the authorized share capital of the corporation effected by way of an 
amendment to the articles or other constating documents of the corporation will constitute a 
reorganization of capital for purposes of section 86.42 This is generally consistent with the 
English Court of Appeal decision in Dunstan v. Young Austen & Young Ltd.,22 where the 
Court determined that a transaction wherein the shareholders of a corporation remain the 
same and hold their shares in the same proportion as prior to the transaction, 
notwithstanding that the number of outstanding shares increases or decreases, constitutes a 
reorganization of the company's share capital. 


FOOTNOTES 


19c¢¢ Round Table on Federal Taxation, 2010 APFF Conference, Q. 7, CRA Document 2010- 
0373271C6, dated October 8, 2010, in which CRA indicates that for purposes of s. 86(1), a 
reorganization of the capital of a corporation will generally require an amendment to its 
articles. See, also Advance Tax Ruling, ATR-33, dated October 7, 1988. In the context of former 
s. 110(1.5)(b) (now in s. 110(1.6)(a)(ii)), CRA expressed the view that the mere issuance of 
shares did not constitute a "reorganization of share capital of the corporation," and that a 
reorganization generally entails a "substantial change" to a corporation's capital structure. See 
also Technical Interpretation, CRA Document 2000-0048075, dated February 22, 2001. At the 
CRA Round Table, 1987 Annual CTF Conference, Q. 67, CRA indicated that the automatic 
conversion of an old share to a new share of another class under the terms of the old share 
would not necessarily be a reorganization for purposes of s. 86. See Round Table on Federal 
Taxation, 2011 APFF Conference, Q. 27, CRA Document 2011-0412191C6, dated October 7, 
2011 regarding a share conversion under section 91 of the Business Corporations Act (Quebec). 


20 nunstan v. Young Austen & Young Lid., [1989] B.T.C. 77 (C.A.). 
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4.1.4 Indirect Gift 


Section 86(2) operates to deny all or part of the rollover provided in section 86(1) in certain 
cases where the transfer results in a benefit to a person related to the taxpayer. If the fair 
market value of the taxpayer's old shares immediately before the reorganization exceeds the 
fair market value of the consideration received by the taxpayer and any portion of the excess 
may reasonably be regarded as a benefit that the taxpayer desired to confer on a related 
person (referred to as the "gift portion"), section 86(2)(c) will apply so that the proceeds of 
disposition of the old shares are deemed to be equal to the lesser of (i) the aggregate of the 
cost of any non-share consideration and the gift portion, and (ii) the fair market value of the 
old shares immediately before the reorganization. Since the cost of any non-share 
consideration received by the taxpayer is deemed by section 86(1)(a) to be its fair market 
value, a capital gain will arise under section 86(2)(c), at first instance, to the extent that the 
amount of the gift portion, plus the fair market value of any non-share consideration, 
exceeds the taxpayer's adjusted cost base of the old shares.2! However, since the deemed 
proceeds of disposition under section 86(2)(c) cannot exceed the fair market value of the old 
shares immediately before the reorganization, the capital gain under section 86(2) can never 
exceed the amount of the capital gain that would otherwise arise on a disposition of the old 
shares at fair market value. As discussed in §4.1.5, any excess may be treated as a 
shareholder benefit under section 15(1). Where section 86(2) applies, section 86(2)(d) 
deems any capital loss arising on the disposition of the old shares to be nil. 


Section 86(2)(e) provides that the cost of any new shares receivable by the taxpayer from 
the corporation in consideration for the old shares is deemed to be the amount by which the 
adjusted cost base of the old shares exceeds the aggregate of the fair market value of any 
non-share consideration and the gift portion. Thus, if the amount of the gift portion and the 
fair market value of the non-share consideration do not exceed the taxpayer's adjusted cost 
base of the exchanged shares, no capital gain will be realized under section 86(2)(c) but the 
adjusted cost base of the new shares received by the taxpayer will be reduced accordingly 
under section 86(2)(e). In other words, since section 86(2)(c) looks to the gift portion and the 
cost of any non-share consideration, and not to the cost of the issued shares, in determining 
the proceeds of disposition to the taxpayer, where no non-share consideration is received by 
the taxpayer, the taxpayer can confer a benefit on a related person under section 86(2) up to 
the taxpayer's adjusted cost base in the shares without triggering a capital gain. Such a gift 
would not be without consequences to the taxpayer, since under section 86(2)(e) the 
taxpayer's cost in the issued shares would be reduced by the amount of the gift.22 Also, 
where the taxpayer realizes a gain on the transaction, the amount of the gain will not be 
included in the taxpayer's cost of the shares received under section 86(2)(e). Where more 


than one class of new shares is received, the cost amount under section 86(2)(e) is 
apportioned among the classes in accordance with the respective fair market values of the 
shares of each class receivable by the taxpayer. 


While the related person will generally be a shareholder of the corporation, this is not 
necessary in order for section 86(2) to apply. For example, where value accrues to shares 
held by an unrelated trust on a disposition by a share-holder to which section 86 applies, 


section 86(2) may apply if the beneficiaries of the trust are related to the shareholder.22 


CRA will not apply section 86(2) in the case of a transfer to a wholly-owned corporation,24 


though it may be applied in respect of a transfer to a sister company.22 


Where section 86(2) may apply, a price adjustment clause will generally be included in the 
transfer documentation and the share terms in order to reset the fair market value of the 
shares or otherwise alter the consideration in the event that the fair market value as 
determined by the parties proves incorrect, though CRA does not consider the existence of a 
price adjustment clause, in and of itself, to be sufficient to negate the conclusion that a 


benefit was desired to be conferred.2& CRA has indicated that where an appropriate price 
adjustment clause exists, the parties have a bona fide intention to transact at fair market 
value, have used a fair and reasonable method to determine the fair market value and make 
any required adjustments under the price adjustment clause, section 86(2) will not be 


applied.2Z 


Where redeemable and retractable preferred shares are receivable as consideration for the 
transferred property, CRA will look to the attributes of the shares in determining whether 


the fair market value of the preferred shares is equal to that of the transferred property.22 
CRA has indicated that an exchange of preferred shares with a redemption value in excess of 
their fair market value for new preferred shares with a lower redemption value, equal to the 
fair market value of the old preferred shares, will not result in the application of section 


86(2).22 


The operation of the indirect gift rule in section 86(2) is illustrated in the following example. 
Assume that a taxpayer owns shares of a corporation with an adjusted cost base of $20,000 
and a fair market value of $100,000. The taxpayer exchanges the shares for preferred shares 
of the corporation with a fair market value of $50,000 and a $10,000 promissory note. 
Absent section 86(2), the taxpayer's cost of the note under section 86(1) would be $10,000 
and their cost of the new shares would be $10,000, with no gain realized. If the common 
shares of the corporation are held by the taxpayer's children, it may be reasonable to regard 
the excess ($40,000) of the fair market value of the taxpayer's old shares over the fair 
market value of the consideration received by the taxpayer on the exchange to be a benefit 
that the taxpayer desired to confer upon the children. In this case, the proceeds of 
disposition would be $50,000, being the aggregate of the fair market value of the note and 
the amount of the gift portion. Consequently, the taxpayer would realize a $30,000 capital 
gain. Further, the cost to the taxpayer of the new shares would be deemed to be nil under 
section 86(2)(e) (i.e., the amount if any by which the cost of the old shares ($20,000) exceeds 
the deemed cost of the note ($10,000) and the gift amount ($40,000)). 


FOOTNOTES 


21The deemed proceeds of disposition may be reduced to the extent of any deemed dividend 


under s. 84(3), by virtue of paragraph (j) of the definition of proceeds of disposition in s. 54. See 
§4.1.7. 


22This may be contrasted with the benefit provisions under s. 51(2), where the benefit will always 


result in a gain, but the taxpayer will have cost in the new shares equal to the lesser of the 
taxpayer's adjusted cost base in the convertible property and the fair market value of the issued 
shares plus any denied loss. See §4.3.2 for a discussion of s. 51(2). 


23Round Table on Federal Taxation, 2000 APFF Conference, Q. 11, CRA Document 2000-0037905, 
dated October 2, 2000. 


24 Technical Interpretation, CRA Document 9708215, dated May 2, 1997, Advance Income Tax 
Ruling, CRA Document 9727733, dated January 1, 1997, and Revenue Canada Forum, 1996 
Corporate Management Tax Conference, Q. 13, CRA Document 6M12570, dated June 14, 1996. 


25See Revenue Canada Roundtable, TEI 1996 Annual Conference, CRA Document 9639160, dated 
May 12, 1996, which concerns the similar provision in s. 85(1)(e.2). 


26 Thid. See §2.2 for a discussion of price adjustment clauses. 
27 Folio S4-F3-C1, dated November 26, 2015, paragraph 1.5. 


28566 Round Table on Federal Taxation, 2008 APFF Conference, Q. 23, CRA Document 2008- 
0285241C6, dated October 10, 2008 for a summary of the relevant attributes. See also the 
discussion at §3.3.5, regarding preferred shares in the context of the parallel indirect gift rule in 
s. 85(1)(e.2). 


29Round Table on Federal Taxation, 1993 APFF Conference, Q. 6, CRA Document 3M09520, dated 
October 8, 1993. 
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4.1.5 Shareholder Benefit 


On an exchange of property between a shareholder and a corporation, the shareholder will 
generally be considered to receive a benefit under section 15(1) to the extent that the fair 
market value of the property received from the corporation exceeds the fair market value of 


the property transferred to the corporation.22 CRA has expressed the view that section 15(1) 


can apply where section 86 applies.34 However, CRA also appears to suggest, in subsequent 
statements, that section 15(1) may not apply in the context of a transaction to which section 
86 applies, on the basis of the exception in section 15(1)(a). Section 15(1)(a) provides that no 
benefit will arise for purposes of section 15(1) where the benefit is conferred on the 
shareholder by virtue, inter alia, of the redemption, cancellation or acquisition by the 
corporation of its shares or on the reorganization of its business. In a 2002 ruling,22 CRA 
indicated that section 15(1) did not apply to a reorganization of the capital of a corporation 
wherein the terms and conditions for two classes of redeemable retractable preferred 
shares were amended to remove the retraction right and add a right to convert the shares to 
different classes of common shares, providing as a reason that section 15(1)(a) precludes the 
application of section 15(1). It is not clear whether this is on the basis that the old shares 


were considered to be cancelled or acquired or that the reorganization of the capital 
constituted a reorganization of the business.22 

CRA has indicated that section 15(1) would not apply in the context of a reorganization of 
the capital of a wholly-owned corporation where no non-share consideration was received on 


the exchange and the value of the new shares was considerably less than the value of the old 


shares.24 


FOOTNOTES 


39mterpretation Bulletin IT-432R2, paragraph 6, dated February 10, 1995. See also Technical 
Interpretation, CRA Document 9728755, dated November 6, 1997, where CRA indicates that, 
where the taxpayer does not deal at arm's length with another shareholder of the corporation, 
the value of whose shares is diminished, that shareholder may be considered under s. 69(1)(b) 
to have received fair market value proceeds for the disposition of the shareholder's economic 
interest. 


31.CRA Document 9728755, ibid. 
32 supra note 8. 
33.See also Technical Interpretation, CRA Document 9828555, dated January 14, 1999. 


34cRA Document 9708215, supra note 24. 
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4.1.6 Paid-up Capital of New Shares 


The paid-up capital of the new shares will be limited under section 86(2.1) to the paid-up 
capital of the old shares, less the amount of any non-share consideration. No deemed 
dividend should therefore arise under section 84(3) on an exchange under section 86 in 
respect of the issuance of the new shares, since section 84(5) provides that where the 
amount paid by a corporation on the redemption, acquisition or cancellation of a share 
includes another share of the corporation, the amount of the payment for purposes of 
section 84(3) is equal to the paid-up capital of the issued share. The reduction in paid-up 
capital under section 86(2.1) is effective from the moment that the exchange of shares 
occurs. A deemed dividend may, nevertheless, arise under section 84(3) in respect of non- 
share consideration, as discussed below. 


Section 86(2.1)(a) reduces the paid-up capital of the new shares by an amount equal to the 
increase in the paid-up capital otherwise determined minus the amount by which the paid-up 
capital of the old shares exceeds the fair market value of any non-share consideration. If 
more than one class of new shares is issued, the amount of the reduction will be allocated 
among the classes in proportion to the amount of the increase in the paid-up capital of the 
class as a result of the exchange. 


For example, assume that a taxpayer holds all of the common shares of a corporation, having 
a fair market value of $75,000, cost of $25,000, and paid-up capital of $25,000. The taxpayer 
undertakes a freeze of the common shares, exchanging them for a $10,000 promissory note 
and 100 redeemable retractable preferred shares of the corporation with an aggregate 
redemption value of $65,000. No preferred shares are outstanding prior to the exchange. 
Under section 86(1), the taxpayer will acquire the note with a deemed cost of $10,000, 
acquire the preferred shares with a deemed cost of $15,000 and be deemed to have disposed 
of the common shares for $25,000, so that no capital gain will arise. Under the relevant 
corporate law, the amount added to the stated capital of the preferred shares (and, by virtue 
of the definition of paid-up capital in section 89(1), the paid-up capital) is $65,000. Section 
86(2.1) will apply to reduce the paid-up capital of the preferred shares by the amount of the 
increase ($65,000) less the amount by which the paid-up capital of the common shares 
($25,000) exceeds the fair market value of the note ($10,000): i.e., $65,000 - $15,000, or 
$50,000. Thus, the paid-up capital of the preferred shares will be $15,000. 


Section 86(2.1)(b) prevents double taxation by providing for a paid-up capital addition in 
circumstances where there had been a paid-up capital grind under section 86(2.1)(a) and 
there was subsequently a deemed dividend under section 84(3), (4) or (4.1). The paid-up 
capital addition under section 86(2.1)(b) is equal to the lesser of (i) the difference between 


any deemed dividend under section 84(3), (4) or (4.1) and the amount of such dividend 
computed as if section 86(2.1)(a) did not exist and (ii) the amount of the prior paid-up capital 
reductions under section 86(2.1)(a). This addition is necessary because the full amount of 
the deduction under section 86(2.1) applies in computing the paid-up capital of the class at 
the time of, and any time after, the exchange. 


Thus, in the above example, if the corporation redeemed ten of the preferred shares at a 
redemption price of $6,500, a deemed dividend would arise under section 84(3) equal to the 
amount by which the redemption price exceeds the paid-up capital of the redeemed shares 
($1,500), or $5,000. Assume that, for corporate purposes, the stated capital of the remaining 
preferred shares is $58,500. Absent section 86(2.1)(b), the paid-up capital of the preferred 
shares would be calculated, under section 86(2.1)(a), by reducing this stated capital amount 
by $50,000, to $8,500. However, section 86(2.1)(b) applies to increase the paid-up capital by 
the lesser of the amount by which the section 84(3) deemed dividend ($5,000) exceeds the 
amount of the deemed dividend that would have arisen if section 86(2.1)(a) did not exist (nil) 
and the reduction under section 86(2.1)(a) ($50,000). Thus, the paid-up capital for the 
remaining 90 preferred shares would be increased by $5,000 to $13,500. 


CRA has acknowledged that generally paid-up capital can be disproportionately allocated 
between share classes as part of a section 86 reorganization of capital, provided that the 
corporate law permits such an allocation.22 CRA considered the following situation. Three 
arm's length shareholders of a corporation hold shares of a single class. The shareholders 
exchange their shares under section 86 in a single transaction, each for a separate class of 
shares, and allocate the paid-up capital between the classes to reflect the paid-up capital 
each would have had if he had originally purchased a separate class of shares. CRA noted 
that the paid-up capital grind under section 86(2.1) applies in respect of all of the shares 
exchanged, and not on a shareholder by shareholder basis, so that the paid-up capital of the 
old shares could be allocated disproportionately between the three new classes of shares. 
CRA also noted that, provided that all of the exchanges took place at the same time, section 
84(3) would not apply to deem a dividend to be paid to a shareholder who received shares 
with a higher paid-up capital than the old shares, since the aggregate paid-up capital of the 
new Shares will not exceed the paid-up capital of the old shares. 


FOOTNOTES 


35 Technical Interpretation, CRA Document 9613115, dated May 8, 1996. 
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4.1.7 Deemed Dividend 


While the paid-up capital grind under section 86(2.1) will apply to ensure that there is no 
deemed dividend in respect of the issuance of the new shares, a deemed dividend may arise 
under section 84(3) where the fair market value of the non-share consideration exceeds the 


paid-up capital of the exchanged shares.2© Using the facts from the above example, if the 
exchange was instead for a $40,000 promissory note and 100 redeemable retractable 
preferred shares, the corporation would be deemed under section 84(3) to pay, and the 
taxpayer would be deemed to receive, a $15,000 dividend, being the difference between the 
fair market value of the note ($40,000) and the paid-up capital of the exchanged shares 
($25,000). This amount would be excluded from the taxpayer's "proceeds of disposition" for 
the common shares under section (j) of that definition in section 54, so that, subject to 
section 55(2), the taxpayer would not realize any gain or loss on the exchange.2 Section 
86(2.1) would reduce the paid-up capital of the preferred shares to zero: i.e., the amount by 
which the paid-up capital of the common shares ($25,000) exceeds the fair market value of 
the note ($40,000).38 


FOOTNOTES 


38 section 84(3) only applies in respect of the redemption, acquisition or cancellation by a 
Canadian resident corporation of its shares. Thus, subject to an election under s. 93(1) in 
respect of shares of a foreign affiliate, no deemed dividend will arise on a share exchange with a 
non-resident corporation. 


371¢ the taxpayer is a corporation, s. 55(2) can apply in certain circumstances to deem a dividend 
to be treated as a capital gain. See chapter 8 for a discussion of s. 55(2). 


38 pursuant to s. 257, where an algebraic formula, such as is found in s. 86(2.1), gives rise to a 
negative number, that number is deemed to be nil unless the relevant provision indicates 
otherwise. 
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4.1.8 Preservation of Reduced Cost for Debt Forgiveness Purposes 


Section 86(4) is relevant only for purposes of the debt forgiveness rules and in particular the 
deemed gain on surrender under section 80.03. If a corporate taxpayer has previously 
reduced the adjusted cost base of an exchanged share under section 53(2)(g.1) as a result of 
the forgiveness of a commercial debt obligation and the application of section 80(9), (10) or 
(11), section 80.03(2) would apply (subject to a designation under section 80.03(7) to treat 
the amount as a forgiven amount) to deem the taxpayer to realize a capital gain equal to this 
reduction on a "surrender" of the share. A share will be considered to be surrendered, 
pursuant to section 80.03(3)(a), on the wind-up of the taxpayer under section 88 or the 
merger or amalgamation of the taxpayer with another corporation. Section 86(4)(a) deems 
an amount to be deducted from the adjusted cost base to the taxpayer of the new shares 
under section 53(2)(g.1) equal to the amount by which the amount so deducted in respect of 
the exchanged shares exceeds the taxpayer's capital gain from the disposition of the old 
shares (without taking into account any capital gains reserve under section 40(1)(a)(iii)). 
Thus section 80.03(2) will apply to the new shares in respect of the deemed amount. The 
deduction is allocated among the new shares based on the relative fair market values of the 
new shares. Section 86(4)(b) adds back the amount deducted under section 86(4)(a), so that 
there is no net effect on the taxpayer's adjusted cost base of the new shares. Its purpose is 
purely to preserve the potential for capital gain on the surrender of the new shares. 


2019 Thomson Reuters Canada Limited 
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4.1.9 Shares Held Since 1971 


Pursuant to section 26(27) of the ITAR, where section 86 applies to a reorganization of 
capital after May 6, 1974 and the only consideration received for the old shares was shares 
of one class in the capital of the corporation, and the old shares were owned by the taxpayer 
continuously since December 31, 1971, for the purpose of determining the cost of the new 
shares, the old shares are deemed not to have been disposed of but to have been altered in 
form only, thus preserving the tax-free zone. Section 26(27) of the ITAR does not apply in any 
situation where the cost of the new shares is determined under the indirect gift rule in 
section 86(2) or where more than one class of shares is received as consideration for the old 
shares. Section 26(28) of the ITAR provides that for reorganizations generally occurring 
after July 13, 1990, ownership on December 31, 1971 includes "deemed ownership" by 
virtue of, inter alia, section 26(27) of the ITAR. 
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4.1.10 Comparison with Section 85 


Pursuant to section 86(3), section 86 will not apply to a transaction to which section 85(1) or 
(2) applies. Whether an election under section 85(1) or an exchange of shares under section 
86 should be utilized will depend on the particular circumstances of a given transaction. 
Unlike section 85(1), section 86 does not require the filing of an election; if the conditions of 
section 86 are met, the rollover is automatic. This particular aspect of the section 86 rollover 
makes the provision attractive in circumstances where the filing of an election is 
cumbersome (for example, where there are numerous shareholders). Other differences 
between sections 85(1) and 86 may lead to the opposite conclusion. For example, where both 
preferred and common shares are taken back as consideration for the transfer or exchange, 
the cost of the share consideration will be proportional under section 86; under section 
85(1), the cost will be allocated first to the preferred shares up to their fair market value and 
thereafter to the common shares. Also, where the new shares have no value, so that the 
taxpayer would be deemed to acquire them for nil cost under section 86(1)(b), a section 
85(1) election may be preferable in order to preserve the adjusted cost base in the old 
shares.22 

When shares are not held as capital property, where all of the shares of a class owned by a 
taxpayer are not being converted or where the disposition does not occur in the course of a 
reorganization of the capital of the corporation, the requirements of section 86 cannot be 
met. Since no similar requirements apply in the case of a section 85(1) rollover, this 
provision (or, where the shares are capital property, section 51) may be available to effect a 
tax-free conversion in these circumstances. 


FOOTNOTES 


39 supra note 1. 
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The issuance of shares or debt is expressly excluded from the definition of "disposition," so 
that such an issuance by a corporation does not constitute a disposition of property.42 


The consequences to the grantor of a grant of an option to acquire shares of a corporation 
will generally depend on whether the option is granted in respect of shares of the 
corporation or shares of another corporation. Under section 49(1), the granting of an option 
is a disposition of property the adjusted cost base of which is nil, unless it is an option to 
acquire or dispose of a principal residence, an option granted by a corporation to acquire 
shares or debt to be issued by the corporation or an option granted by a trust to acquire 
units to be issued by the trust.44 CRA takes the view that section 51, and not section 49, 
applies in the case of a convertible security where the option in respect of that security is not 


severable from the security.42 


Section 49(1) applies only for the purposes of determining the grantor's taxable capital 
gains. On this basis, CRA takes the position that the granting of an option is not a disposition 
for purposes of section 85(1), so that an option cannot be issued to a taxable Canadian 
corporation on a rollover basis.42 Also, section 49(1) only applies to a holder or issuer of an 
option on capital account; options held or issued on income account are dealt with under 
section 9.44 Special rules apply in respect of the issuance of employee stock options, as 
discussed in chapter 13. 


Section 143.3 imposes certain restrictions on expenditures incurred in connection with the 
issuance of shares and options. These rules were introduced in response to the decision in 


Alcatel Canada Inc. v. R.,42 wherein the court allowed a corporation to treat the difference 
between the amount paid for shares under an employee stock option plan and the value of 
the shares as an expenditure for purposes of the scientific research and experimental 
development credit rules. The rules in section 143.3 apply more broadly than this. 


Section 143.3(2) restricts the ability of a corporation to include, in computing its income, 
taxable income or tax payable, expenditures incurred because of the taxpayer having 
granted or issued an option after November 17, 2005. An "expenditure", for these purposes, 
is defined as an expense, expenditure or outlay made or incurred by the taxpayer, or a cost 
or capital cost of property acquired by the taxpayer. An "option" is defined as a section 7 
employee stock option, or an option, warrant or similar right issued by a taxpayer to acquire 
an interest in the taxpayer or in another taxpayer with whom the taxpayer does not deal at 
arm's length at the time of the issuance. Thus, if a corporation issues an option in exchange 
for a property, the corporation will acquire the property with a cost of nil, regardless of the 
value of the option or of the property. In the words of the Department of Finance Technical 


Notes to section 143.3(2): "In essence, the value of an option granted by a taxpayer is not 
considered to be an expenditure for income tax purposes."4& 


Section 143.3(3) provides restrictions with respect to the issuance of shares. Where the 
shares are not issued as a consequence of the exercise of an option, the issuer is required to 
reduce the related expenditure by the amount, if any, by which the fair market value of the 
share exceeds (if none of sections 85, 85.1 or 138 applies) the fair market value of the 
property transferred or issued to, or the services provided to, the issuer for the issuance of 
the shares. If any of sections 85, 85.1 or 138 applies to the issuance, the expenditure is 
reduced by the amount, if any, by which the fair market value of the shares exceeds the 
amount determined under that provision to be the cost to the issuer of the property acquired 
in consideration for the issuance. This rule is clarified by section 143.3(5)(c), which provides 
that section 143.3 does not apply to determine the cost or capital cost of property under, 
inter alia, section 85, 85.1 or 138. Thus, as set out in the Department of Finance Technical 
Notes: 


if section 85 of the Act deems a transferee corporation that acquires non-depreciable capital property to 
do so at a cost of $100 in circumstances where the corporation issued a share of its capital stock having a 
fair market value of $200, this section does not decrease or increase the $100 cost for the property to the 
corporation, as determined under section 85.42 


Where the shares are issued as a consequence of the exercise of an option, the expenditure 
is reduced by the amount, if any, by which the fair market value of the share exceeds the 
amount paid under the terms of the option for the issuance of the share. As with section 
143.3(2), section 143.3(3) does not recognize the issuance of the underlying option as an 
expenditure for tax purposes. 


Section 143.3(5) contains a number of clarifying rules for section 143.3. Section 143.3(5)(a) 
provides that the restriction in section 143.3(2) does not apply to expenditures in the form of 
a commission, fee, or other amount for services rendered by a salesperson, agent or dealer 
in securities in the course of the issuance of an option. Section 143.3(5)(b) provides that 
section 143.3(3) (and section 143.3(4), which contains parallel rules for non-corporate 
issuers) only applies to the "excess" amount under that provision. In other words: 


if a corporation were to issue shares of its capital stock having a fair market value of $100 in 
consideration for having acquired property or services having a fair market value of $40, no excess exists 
under paragraph 143.3(3)(a) if the expenditure of the corporation for the property or services claimed by 
the corporation without reference to section 143.3 is, for income tax purposes, $40. To the extent the 
corporation seeks to claim an expenditure in excess of that $40, paragraph 143.3(3)(a) would reduce that 
excess to nil.48 


Section 143.3(5)(c), as discussed above, provides that section 143.3 does not affect the cost 
determined under certain rollover rules, and section 143.3(5)(d) provides that section 143.3 
does not apply if the amount determined under section 69 in respect of the expenditure is 
less than the amount that would otherwise be determined under section 143.3. 


Special rules, in sections 110.1(10) to (13), apply where an option is granted to a charitable 
organization or other qualified donee or such an option is disposed of otherwise than on the 
exercise of the option. These rules are beyond the scope of this book. 


FOOTNOTES 


40 section (1) of the definition of "disposition" in s. 248(1). 


41 where a taxpayer has leased a property with an option to purchase, CRA may require that some 


portion of the amount paid under the lease be allocated to the option. See Technical 
Interpretation, CRA Document 2010-0370561E5, dated July 18, 2011. 


42 Interpretation Bulletin IT-96R6, dated October 23, 1996, paragraph 9. 
43 Head Office Memo, CRA Document 59206, dated March 12, 1990. 
44 See Interpretation Bulletin IT-479R, dated February 29, 1984, paragraphs 26 to 32. 


45 alcatel Canada Inc. v. R., 2005 CarswellNat 508, 2005 CarswellNat 4196, [2005] 2 C.T.C. 2001, 
2005 D.T.C. 387 (Eng.) (T.C.C. [General Procedure]). 


46pated October 24, 2012. 
47 thi. 


48 hid. 
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4.2.1 Option to Acquire Securities of Another Corporation 


Where an option is granted by a corporation in respect of the acquisition of securities of 
another corporation, the granting of the option will, as a result of section 49(1), give rise to 
an immediate capital gain to the grantor corporation equal to the amount paid for the option, 
minus any costs of disposition. If the option is later exercised, however, section 49(3) will 
apply to deem both the grant and the exercise of the option not to be dispositions of 
property. Any amount paid in the prior year to acquire the option will be added to the 
corporation's proceeds of disposition for the securities under section 49(3)(a). Generally this 
amount will also be added to the purchaser's adjusted cost base of the acquired securities 
under section 49(3)(b). However, where the security is a share or unit of a mutual fund trust 
and section 53(1)(j) applied to the acquisition of such security because a person who did not 
deal at arm's length with the purchaser was deemed under section 7 to have received a 
benefit because of the purchaser's acquisition, section 49(3)(b) applies to add to the 
purchaser's cost of the property the adjusted cost base of the option to such other person 
immediately before that person last disposed of the option. This prevents a duplication of 
cost to the purchaser under sections 53(1)(j) and 49(3)(b). 


Where the exercise occurs in a later taxation year, the corporation will be entitled under 
section 49(4) to file, on or before the filing due date for such later year, an amended return 
for the prior year to exclude the income included as a result of the application of section 
49(1). CRA will allow an amended return to be filed after the expiry of the reassessment 
period for the prior year, provided that the amended return is filed on or before the filing due 


date for the later year.42 


Where a taxpayer has reduced the adjusted cost base of the option under section 53(2)(g.1), 
the amount will be deducted from the taxpayer's adjusted cost base of any security acquired 
on the exercise of the option under section 49(3.01)(a). This provision is relevant only for 
purposes of the debt forgiveness rules and the deemed gain on the surrender of the security 
under section 80.03. The amount deducted under section 49(3.01)(a) is added back to the 
taxpayer's adjusted cost base of the security under section 49(3.01)(b), so that there is no 
net effect on the adjusted cost base of the acquired security. See the discussion of the 
parallel provision under section 86(4) in §4.1.8 above. 


If an option is extended or renewed, each extension or renewal is considered under section 
49(5)(a) to be a grant of an option at the time of the extension or renewal. Thus, the 
corporation granting the extension or renewal will realize a capital gain equal to the amount 
paid for the extension or renewal. Under section 49(5)(b), sections 49(3), (3.01) and (4) and 
the definition of "disposition" in section 248(1) will apply as if the original option and any 


extension or renewal was a single option. Finally, as a result of section 49(5)(c), the 
corporation will be able to file an amended return under section 49(4) in respect of each 
renewal or extension. 


The expiry of the option will be considered a disposition for the holder, generally giving rise 
to a capital loss.22 The expiry will not have any effect on the grantor.24 


FOOTNOTES 


49 nterpretation Bulletin IT-384R, dated January 14, 1987, paragraph 4. 
29S ection (b)(iv) of the definition of "disposition" in s. 248(1). 


S1iT-96R6, supra note 42, paragraph 13. 
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4.2.2 Option to Acquire Securities of the Granting Corporation 


Section 49(1)(b) provides an exception to the general rule in section 49(1) where the option 
is granted by a corporation to acquire shares, bonds or debentures issued by it, such that no 
disposition and no gain is deemed to arise for the grantor corporation on the issuance of 
such an option. However, when the option expires the corporation is deemed under section 
49(2) to have disposed of capital property, with an adjusted cost base of zero, for proceeds 
equal to the amount received by it for granting the option, except in certain circumstances. 
Under section 49(2)(a), there no deemed disposition under section 49(2) if the person who 
holds the option when it expires deals at arm's length with the corporation at the time, and 
the person to whom it was granted also dealt at arm's length with the corporation at the time 
of the grant. Under section 49(2)(b), there no deemed disposition under section 49(2) if the 
option is an option to acquire shares in consideration for incurring certain Canadian 
exploration and development expenses.22 As in the case of an option to acquire securities of 
another corporation, the expiry of the option will be considered a disposition for the holder, 
generally giving rise to a capital loss. 


Since the issuance of a share or debt is not a disposition, section 49(3)(a) will not apply on 
the exercise of the option to treat the amount paid to acquire the option as proceeds of 
disposition to the corporation. Any such amount will, however, generally be added to the 
purchaser's adjusted cost base in the acquired securities under section 49(3)(b), as 
described above in §4.2.1. Section 49(3.01) will also apply as described above. 


In the case of an extension or renewal of the option, section 49(5)(a) provides that each 
extension or renewal is deemed to be a grant of an option for purposes of section 49(2), and 
section 49(5)(b) provides that for purposes of sections 49(2) to (4) and the definition of 
"disposition" in section 248(1), the original option and each extension or renewal is deemed 
to be a single option. Upon the expiry of the last renewal or extension, any amount paid for 
the original option and any extension or renewal will be aggregated to determine the capital 
gain at that time. 


FOOTNOTES 


521 ¢., expenses described under (e) of the definition of "Canadian exploration and development 


expenses" in s. 66(15), under (i) of the definition of "Canadian exploration expense" in s. 66.1(6), 
(g) of the definition of "Canadian development expense" in s. 66.2(5) or (c) of the definition of 
"Canadian oil and gas property expense" in s. 66.4(5). 


2019 Thomson Reuters Canada Limited 
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4.2.3 Shareholder and Employee Benefits 


Where a corporation grants an option to a shareholder, a member of a partnership that is a 
shareholder of the corporation or to a "contemplated shareholder" of the corporation,22 for 
no consideration or consideration that is less than fair market value, the amount, if any, by 
which the value of the option exceeds the consideration paid for the option must be included 
in the income of the shareholder, member or contemplated shareholder, as the case may be, 
under section 15(1) unless the conditions for the exclusion in section 15(1)(c) are met. 
Under section 15(1)(c), no benefit will arise under section 15(1) on the issuance of an option 
by a corporation if the option is to acquire additional shares of that corporation and all 
common shareholders are granted an identical right at that time in respect of each common 
share. The rights will not be considered to be identical for purposes of section 15(1)(c) if the 


cost of acquiring the rights differs.24 Also, where the voting rights attached to a class of 
common shares differ from the voting rights attached to another class of common shares, 
the shares will be deemed to be identical property for purposes of this exception provided 
that there are no other differences between the classes that could cause the fair market 


value of the shares of one class to differ materially from that of shares of the other class.22 


CRA takes the view that where a non-resident or out-of-province shareholder is barred under 
the relevant corporate or securities law from exercising options to acquire more shares, the 
exception in section 15(1)(c) will apply provided that the options are in fact issued to the 
shareholder and the shareholder is entitled to sell the options.22 Where one or more 
shareholders do not receive options because that shareholder's holdings are too small (e.g., 
where a holding of five shares entitles a holder to the receipt of a single option), CRA will 
apply the exception in section 15(1)(c) only where the withheld options are issued to a 
trustee who sells the options and pays the proceeds, less expenses, to the shareholders 


concerned.22 


Where section 15(1)(c) does not apply, any amount included in income under section 15(1) 
will be added to the shareholder's cost of the option under section 52(1). CRA takes the view 
that the amount of the inclusion will generally be equal to the greater of the trading value of 
the option and the amount by which the fair market value of the underlying shares at the 
time of the grant exceeds the exercise price.22 This is consistent with the decision in Del 
Grande v. R.,22 where the Tax Court held, in the context of the grant of an option to acquire 
shares of the granting corporation, that a benefit is received and measured for purposes of 


section 15(1) at the time that the option is granted to the shareholder, and not at the time of 


exercise £2 


Where a corporation or mutual fund trust grants options to acquire its securities, or 
securities of a corporation or mutual fund trust with which it does not deal at arm's length, 
to an officer or employee of the corporation or trust (or a corporation or mutual fund trust 
with which it does not deal at arm's length) in respect of his or her office or employment, the 
provisions of section 7 dealing with employee stock options will apply so that the employee 
will not be required to include any amount in income until the exercise of the option or, 
where the issuer is a Canadian-controlled private corporation, until the shares are disposed 


of.24 In any particular case, it is a question of fact whether an employee who is also a 
shareholder has received a stock option in his or her capacity as shareholder or as an 


employee.®2 Employee stock options are discussed in chapter 13. 


FOOTNOTES 


23Section 15(1.4) provides that a "contemplated shareholder" for purposes of s. 15(1) is a person 
or partnership (or a member of such a partnership) on whom a benefit is conferred by the 
corporation in contemplation of the person or partnership becoming a shareholder of the 
corporation. It also provides that where a benefit is conferred on an individual (other than an 
"excluded trust", being a trust of which there is no beneficiary that is an individual, other than 
an excluded trust, who does not deal at arm's length with, or is affiliated with, a shareholder, a 
member of a partnership that is a shareholder or a contemplated shareholder of the 
corporation) who does not deal at arm's length with, or is affiliated with, a shareholder, a 
member of a partnership that is a shareholder or a contemplated shareholder of the 
corporation, the benefit is considered to be conferred on that shareholder, member or 
contemplated shareholder, except to the extent that the amount or value of the benefit is 
included in computing the income of the individual or any other person. 


“Section 15(1)(c)(ii). 
22Section 15(1)(c)(i). 


2Stterpretation Bulletin IT-116R3, dated February 28, 1996, paragraphs 6 and 7. Where a non- 
resident receives a benefit under s. 15(1), the amount is deemed by s. 214(3)(a) to be a dividend 
for purposes of Part XIII withholding tax. 


27 Tpid. at paragraph 8. 


581T-96R6, supra note 42, paragraph 3. 


59Del Grande v. R., 1992 CarswellNat 1329, (sub nom. Del Grande v. Canada) [1993] 1 C.T.C. 
2096, 93 D.T.C. 133 (T.C.C.). 


69 ne Grande distinguishes the Federal Court of Appeal case in Robertson v. R., 1990 CarswellNat 
244, 1990 CarswellNat 688, (sub nom. Robertson v. Canada) [1990] 1 C.T.C. 114, 90 D.T.C. 6070 
(Fed. C.A.), leave to appeal refused (1990), 113 N.R. 319 (note) (S.C.C.), where the Court 
concluded that an employee who received an option from his employer to acquire shares of a 
corporation received two benefits, one at the time of the grant and one at the time of exercise. 
Since only the latter was quantifiable in that case, the Court in Robertson determined that the 
latter benefit was taxable. Robertson has generally been disregarded in the subsequent 
jurisprudence. In Henley v. R., 2007 CarswellNat 4791, 2007 CarswellNat 3990, [2008] 1 C.T.C. 
295, (sub nom. Canada (Attorney General) v. Henley) 2008 D.T.C. 6017 (Eng.) (F.C.A.), which 
comes to the same conclusion as Del Grande in the context of s. 6, Robertson is understood to 
be limited to circumstances where the option is only exercisable upon the fulfilment of a 
condition or contingency. See also Boulet c. R., 2009 CarswellNat 2121, 2009 CarswellNat 3786, 
(sub nom. Boulet v. R.) 2009 D.T.C. 1227 (Fr.), 2010 D.T-C. 1015 (Eng.) (T.C.C. [General 
Procedure]). 


Sl cection 7(1.1). A similar deferral to the time of the disposition of the share is available for non- 
Canadian-controlled private corporations, in certain circumstances, under ss. 7(8) to (16). 


62566, for example, Bernstein v. Minister of National Revenue, 1977 CarswellNat 247, 1977 
CarswellNat 512, [1977] C.T.C. 328, 77 D.T.C. 5187 (Fed. C.A.); Busby v. R., 1985 CarswellNat 
458, [1986] 1 C.T.C. 147, 86 D.T.C. 6018 (Fed. T.D.); Grohne v. R., 1989 CarswellNat 229, (sub 
nom. Grohne v. Canada) [1989] 1 C.T.C. 434, 89 D.T.C. 5220 (Fed. T.D.); and Del Grande v. R., 
supra note 59. 


01 JUL 2023 pre avy 


Taxation of Corporate Reorganizations Third Edition 
4 — CAPITAL REORGANIZATIONS 
4,2 Share Issuances and Option Grants 
4.2.4 Put Options 


4.2.4 Put Options 


Put options also come within section 49(1). Where a person grants an option to another 
person to dispose of a property to the grantor, the granting of the option will give rise to an 
immediate capital gain to the grantor equal to the amount paid for the put option, minus any 
costs of disposition. When a put option is exercised, section 49(3.1) will apply to deem the 
granting of the option not to be a disposition of property. Section 49(3.1)(a) further provides 
that the vendor's adjusted cost base of the put option is deducted from the vendor's 
proceeds of disposition of the property. Section 49(3.1)(b) provides that the consideration 
received by the purchaser for the granting of the option will be deducted from the 
purchaser's cost of the property acquired under the put. 


Where the exercise occurs in a later taxation year, the grantor will be entitled under section 
49(4) to file an amended return for the prior year to exclude the income inclusion under 
section 49(1), as discussed above in §4.2.1. 


The rules in section 49(5) that apply for call options, as discussed above in §4.2.1, also apply 
on the extension or renewal of a put option. Thus, each extension is considered to be a 
disposition of property under section 49(1), giving rise to a capital gain to the grantor equal 
to the amount paid for the extension or renewal and the grantor will be able to file an 
amended return under section 49(4) in respect of each renewal or extension. Also, section 
49(3.1) will apply as if the original option and any extension or renewal were a single option. 


The expiry of a put option will be considered a disposition to the holder, generally giving rise 
to a capital loss, but will not have any effect on the grantor. 
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4.2.5 Non-Arm's Length Option Grants 


Where a taxpayer grants a "non-commercial" option to acquire securities to a person with 
whom the taxpayer does not deal at arm's length, and the price of the option plus the 
exercise price are materially less than the fair market value of the securities at the time of 
exercise, CRA takes the view that section 69(1)(b) may apply on the exercise of the option to 
deem the taxpayer to receive fair market value proceeds of disposition for the property.®2 
CRA gives as examples of a "non-commercial" option an option with an uncharacteristically 
long option period, a low option price, or an exercise price that does not fully recognize 
expected future events (e.g., inflation, zoning changes, market trends) that affect the value 
of the securities. 


This position cannot apply to options granted by a corporation to acquire shares of itself, 
since an issuance of shares is not a disposition and so does not come within section 69(1)(b). 


FOOTNOTES 


531T-96R6, supra note 42, paragraph 17. See §2.2 for a discussion of s. 69(1). 
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4.3 Section 51: Convertible Property 


If none of sections 85(1), 85(2) or 86 applies to a transfer, section 51(1) may apply where a 
taxpayer acquires a share of a corporation in exchange for another share or a note of that 
corporation to deem the exchange not to be a disposition of the exchanged share or note (the 
"convertible property"). The tax-deferred rollover under section 51(1) will be available only 
where the convertible property is capital property to the taxpayer, the taxpayer receives no 
non-share consideration for the convertible property on the transfer and, where the 
convertible property is a bond, debenture, or note, the terms of the debt confer on the holder 
the right to make the exchange. 


CRA takes the view that the taxpayer must acquire the shares at the time of the exchange. 
Thus, if the corporation has not authorized the shares at the time of the exchange, section 
51(1) will not apply.&4 Unlike section 86, it is not necessary that the taxpayer exchange all of 


the shares of a class with the corporation or that the exchange occur in the course of a 


reorganization of the capital of the corporation.®2 


Where section 51(1) applies, the exchange will be deemed by section 51(1)(c) not to be a 


disposition £© and the taxpayer's adjusted cost base of the acquired shares will be deemed 
by section 51(1)(d) to be equal to the taxpayer's adjusted cost base of the convertible 
property immediately before the exchange. Where more than one class of shares is received, 
the adjusted cost base will be allocated pro rata in accordance with the respective fair 
market values of the shares of each class received by the taxpayer.22 

Section 51(1)(d.1) provides for a reduction to the taxpayer's adjusted cost base of the 
acquired shares where the taxpayer has previously reduced the adjusted cost base of the 
convertible property under section 53(2)(g.1). This provision is relevant only for purposes of 
the debt forgiveness rules and the deemed gain on the surrender of the security under 
section 80.03. The amount deducted under section 51(1)(d.1) is added back to the taxpayer's 
adjusted cost base of the security under section 51(1)(d.2), so that there is no net effect on 
the adjusted cost base of the acquired share. See the discussion of the parallel provision 
under section 86(4) in §4.1.8 above. 


Where the convertible property was taxable Canadian property of the taxpayer, the acquired 
share will be deemed to be taxable Canadian property of the taxpayer under section 51(1)(f). 
CRA takes the view that where the transferor is a non-resident and the convertible property 
constitutes taxable Canadian property, section 116 may apply to the purchaser 
notwithstanding that section 51(1)(c) deems there to be no disposition, since the acquired 


shares will still be acquired by the purchaser for purposes of section 1 16(5).88 


CRA's policy is not to deny the rollover under section 51(1) where a taxpayer receives cash 
or other consideration in lieu of a fraction of a share, notwithstanding the prohibition in the 
provision against non-share consideration. If a taxpayer receives cash or property not 
exceeding $200 in lieu of a fraction of a share, the taxpayer may either report the gain or 
loss on the amount received or reduce the adjusted cost base of the shares received by such 
amount. Where the non-share consideration exceeds $200, CRA requires the taxpayer to 
treat the amount as a deemed dividend under section 84(3) to the extent that it exceeds the 


paid-up capital of the fractional share and to report any resulting gain or loss.82 


Section 51(1) does not inoculate the taxpayer from all taxable consequences under the Act. 


In Mansfield v. R.,“2 the taxpayer argued that no benefit arose for him under section 7(1)(a) 
on the conversion of a debenture on the basis that section 51 exempted him from tax. The 
Court held that, notwithstanding that section 51(1) deemed the taxpayer not to have 
disposed of the debenture, the taxpayer was liable for tax under section 7(1)(a) in respect of 
the shares received. 


By extension, where an employee uses shares of a corporation, and no other consideration, 
to satisfy the exercise price under an option to acquire additional shares of that corporation, 
CRA takes the view that section 51(1) will apply to the transfer of the shares, including 
where section 7(1) applies to the employee in respect of the option.24 Nevertheless, the 
amount paid by the employee for purposes of determining her taxable benefit under section 
7(1)(a) would be the fair market value of the converted shares, notwithstanding the 
application of section 51 (1).22 

Prior to December 22, 1992, section 51(1) only applied to property that was convertible by 
the holder in accordance with its terms. This requirement has been removed for shares, but 
remains for bonds, debentures, and notes. Prior to this amendment, CRA expressed the view 
that an exchange of shares must be effected by way of voluntary exercise by the taxpayer of 
the conversion right, and that, therefore, when a conversion occurred automatically upon a 
specified date or upon the happening of a certain event, the provisions of section 51 did not 
apply.23 While this view does not appear to have been renewed or expressed with respect to 
convertible debt, it seems likely that CRA would continue to apply this position. 


CRA takes the view that the addition of a conversion right to an obligation generally will not 


result in the disposition of the obligation.24 


FOOTNOTES 


64R ound Table on Federal Taxation, 2010 APFF Conference, Q. 22, CRA Document 2010- 
373231C6, dated October 8, 2010 and Round Table on Federal Taxation, 2003 APFF 
Conference, Q. 18, CRA Document 2003-0030145, dated October 10, 2003. 


650n which basis, s. 51 and not s. 86 will apply to a share conversion under s. 91 of the Business 
Corporations Act (Quebec). See CRA Document 2011-0412191C6, supra note 19. 


56E xcept for purposes of s. 20(21), which provides a deduction in respect of over-inclusions of 
interest on the disposition of a debt obligation at fair market value. Sections 51(1)(c), 44.1(6), 
44.1(7), and 94(2)(m) are also excepted. Section 51(1)(e) deems the exchange to be a transfer of 
the convertible property to the corporation for purposes of the spousal attribution rules in ss. 
74.4 and 74.5. 


B7 a5 a result of this calculation, where the fair market value of the acquired shares is nil, the 


adjusted cost base of the shares will be nil, even where only one class of shares is received. See 
CRA Document 2008-0300391C6, supra note 1. 


88se¢ Information Circular IC 72-17R6, dated November 15, 2010, paragraph 40, and Technical 
Interpretation, CRA Document 9631575, dated February 12, 1997. 


59 tnterpretation Bulletin IT-115R2, dated February 20, 1995, paragraph 3. See paragraph 4 of the 
Bulletin for a numerical example. The position in paragraph 3 on amounts in excess of $200 was 
added to the Bulletin on February 5, 2008 and replaces the previous position which required 
only that the taxpayer realize the gain or loss. See also Technical Interpretation, CRA Document 
2004-0093851E5, dated February 7, 2005. 


10 Manstield v_ R., 1983 CarswellNat 135, [1983] C.T.C. 97, 83 D.T.C. 5136 (Fed. T.D.), affirmed 
1984 CarswellNat 255, [1984] C.T.C. 547, 84 D.T.C. 6535 (Fed. C.A.), leave to appeal refused 
(1985), 58 N.R. 237 (S.C.C.). 


J.T echnical Interpretation, CRA Document 1999-0014495, dated February 16, 2000, Technical 


Interpretation, CRA Document 9811345, dated August 18, 1998, and Technical Interpretation, 
CRA Document 9416305, dated November 1, 1994. 


72CRA Document 9811345, ibid. 


73 Technical Interpretation, CRA Document 9020245, dated March 14, 1991, and 1987 Revenue 


Canada Round Table, Q. 67 (1987 Conference Report, p. 47:38). See also Advance Income Tax 
Ruling, CRA Document 58563, dated November 16, 1989, in which CRA indicates that s. 51(1) 
will apply in respect of shares convertible on 30 days’ notice to the corporation, during which 
period the corporation was entitled to redeem the shares. Since shares are no longer subject to 
this requirement, shares that convert automatically are eligible for the rollover under s. 51(1). 
See, for example, Advance Income Tax Ruling, CRA Document 2006-0210741R3, dated January 
1, 2006. 


74566, for example, Advance Income Tax Ruling, CRA Document 2006-0177541R3, dated January 
1, 2006, and Interpretation Bulletin IT-448, dated June 6, 1980, paragraph 5. 
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4.3.1 Eligible Transferors and Corporations 


Like section 86, section 51 is not restricted to Canadian resident transferors and as such 


should apply equally to residents and non-residents. As with sections 86 and 85.1, CRA 
takes the view that a partnership constitutes a taxpayer for purposes of section 51(1), and so 


is eligible for the rollover.2& 


The corporation may be either a Canadian resident or a non-resident corporation. 


FOOTNOTES 


1 See supra note 5. 


16See supra note 6. However, CRA takes the view that where former partners of a dissolved 
partnership each hold an undivided interest in shares, s. 51 cannot apply to a conversion of that 
interest on the basis that "share," as defined in s. 248(1), does not include an interest in a share. 
See Technical Interpretation, CRA Document 9519545, dated September 18, 1995. 


17 See Advance Income Tax Ruling, CRA Document 2001-0076353, dated January 1, 2001 for an 
example of s. 51(1) being applied in the context of a foreign merger. 


2019 Thomson Reuters Canada Limited 
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4.3.2 Indirect Gift 


If the shares received by the taxpayer on the exchange have a fair market value that is less 
than the fair market value of the convertible property, and if it is reasonable to regard any 
part of the difference as a benefit that the taxpayer desired to confer on a related person, 
section 51(2), and not section 51(1), will apply to determine the taxpayer's gain on the 
exchange and the taxpayer's adjusted cost base in the acquired shares.Z® Section 51(2)(d) 
will apply to deem the taxpayer to have disposed of the convertible property for proceeds 
equal to the lesser of (i) the adjusted cost base thereof plus the benefit portion, and (ii) the 
fair market value of the convertible property. The taxpayer will therefore realize a capital 
gain equal to the lesser of the gain that would be realized if the convertible property were 
sold for fair market value proceeds and the amount of the benefit. Any capital loss arising 
from the application of section 51(2), however, will be deemed by section 51(2)(e) to be nil. 
Under section 51(2)(f), the cost to the taxpayer of the shares received on the exchange will 
be the lesser of (i) the adjusted cost base of the convertible property, and (ii) the fair market 
value of the shares acquired on the exchange plus any amount that, but for section 51(2)(e), 
would have been a capital loss to the taxpayer on the disposition of the convertible security. 
Section 51(2) therefore has a punitive element, since the taxpayer's capital gain resulting 
from the benefit will not be reflected in its adjusted cost base in the shares received. Where 
more than one class of shares is received, the adjusted cost base will be allocated pro rata in 
accordance with the respective fair market values of the shares of each class received by the 
taxpayer. 


As with the similar benefit provisions in sections 85(1)(e.2) and 86(2), a price adjustment 
clause may be used in certain circumstances in the context of a section 51 exchange in order 
to reset the fair market value of the shares received in the event that the fair market value as 
determined by the parties is incorrect. CRA does not, however, consider the existence of a 
price adjustment clause, in and of itself, to be sufficient to negate the conclusion that the 


taxpayer desired to confer a benefit.22 CRA has indicated that where an appropriate price 
adjustment clause exists, the parties have a bona fide intention to transact at fair market 
value, have made a reasonable effort to determine the fair market value and make any 


required adjustments under the price adjustment clause, section 51(2) will not be applied.22 


Where redeemable and retractable preferred shares are receivable on the conversion, CRA 
generally will not seek to apply section 51(2) where the fair market value of the preferred 
shares is equal to that of the transferred property and is supported by the terms and 


attributes of the shares.2! 


CRA will not apply section 51(2) in the case of a transfer to a wholly-owned corporation.82 


The operation of section 51(2) can be illustrated by the following example. A taxpayer 
converts shares with a fair market value of $2,000 and an adjusted cost base of $500 into 
shares with a fair market value of $1,800. The other shareholders of the corporation are 
related to the taxpayer and the taxpayer cannot show a bona fide intention to transact at fair 
market value. The taxpayer will realize a capital gain of $200 (the amount of the benefit 
conferred on the related shareholders) and the adjusted cost base of the new shares will be 
$500. If, instead, the exchanged shares had an adjusted cost base of $2,200, section 51(2)(e) 
would apply to deny the taxpayer the $200 capital loss which would otherwise result. The 
taxpayer's adjusted cost base of the new shares would be $2,000, being the lesser of the 
taxpayer's adjusted cost base of the convertible shares ($2,200) and the total of the fair 
market value of the shares received and the denied loss ($2,000). 


FOOTNOTES 


78 A150, where the convertible property is a debt, debt forgiveness may arise under s. 80. See 


Advance Income Tax Ruling, CRA Document 58121, dated June 28, 1989. 
TICRA Document 9639160, supra note 25. See §2.4 for a discussion of price-adjustment clauses. 
80CRA Document 9M18520, supra note 27. 


8lcee Document 2008-0285241C6, supra note 28 for a summary of the relevant attributes. See 
also the discussion at §3.3.5, regarding preferred shares in the context of the parallel indirect 
gift rule in s. 85(1)(e.2). 


82cRA Roundtable, 1996 Corporate Management Tax Conference, Q. 13, CRA Document 9620820, 
dated June 1, 1996. 
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4.3.3 Shareholder Benefit 


On an exchange of property between a shareholder and a corporation, including where 
section 51 applies, the shareholder will generally be considered to receive a benefit under 
section 15(1) to the extent that the fair market value of the property received from the 
corporation exceeds the fair market value of the property transferred to the corporation.83 
CRA has expressed the view that where preferred shares are redeemable for common shares 
and, immediately after the issuance of the preferred shares, the conversion would have been 
made for common shares having a fair market value equal to, or less than, the fair market 
value of the preferred shares, a later conversion for common shares with an aggregate fair 
market value that is greater than the fixed redemption amount of the preferred shares will 
generally not give rise to a benefit under section 15(1).84 


Section 15(1) does not apply in the context of a transfer to a wholly-owned corporation.22 


FOOTNOTES 


8377-432R2, paragraph 6, supra note 30 and CRA Document 9728755, supra note . In the latter, 
CRA indicates that, where the taxpayer does not deal at arm's length with another shareholder 
of the corporation, the value of whose shares is diminished, that other shareholder may be 
considered under s. 69(1)(b) to have received fair market value proceeds for the disposition of 
the shareholder's economic interest. 


84cRA Round Table, Q. 16, 1991 Conference Report, p. 50:10. 


85 supra note 24, CRA Document 9708215. 
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4.3.4 Paid-up Capital of the Acquired Shares 


Section 51(3) applies where the convertible property is shares, and operates to limit the 
paid-up capital of the new shares to the paid-up capital of the old shares.2© As a result, no 
deemed dividend will arise under section 84(3) on an exchange under section 51, since 
section 84(5) provides that where the amount paid by a corporation on the redemption, 
acquisition, or cancellation of a share includes another share of the corporation, the amount 
of the payment for purposes of section 84(3) is equal to the paid-up capital of the issued 
share. 


Section 51(3) works in the same manner as section 86(2.1), discussed at §4.1.6 above. 
Section 51(3)(a) reduces the paid-up capital of the new shares by an amount equal to the 
increase in the paid-up capital otherwise determined minus the paid-up capital of the old 
shares. If more than one class of new shares is issued, the amount of the reduction will be 
allocated among the classes in proportion to the amount of the increase in the paid-up 
capital of the class as a result of the transfer. Section 51(3)(b) prevents double-taxation by 
providing for a paid-up capital addition in circumstances where there has been a paid-up 
capital grind under section 51(3)(a) followed by a deemed dividend under section 84(3), (4) 
or (4.1). The paid-up capital addition under section 51(3)(b) is equal to the lesser of (i) the 
difference between any deemed dividend under section 84(3), (4), or (4.1) and the amount of 
such dividend computed as if section 51(3)(a) did not exist and (ii) the amount of the prior 
paid-up capital reductions under section 51(3)(a). This addition is necessary because the 
deduction under section 51(3) applies in computing the paid-up capital at the time of, and 
any time after, the exchange. 


FOOTNOTES 


86 section 51(3) is effective for exchanges occurring after August 1992. Taxpayers that filed an 
election prior to the end of 1994 were entitled to elect out of the application of s. 51(3) for 
exchanges occurring after August 1992 and before December 21, 1992. 
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4.3.5 Convertible Property Held Since 1971 


If the convertible property was owned on December 31, 1971, and the taxpayer acquired 
shares of one class on an exchange under section 51(1) after May 6, 1974, for the purpose of 
determining the cost and the adjusted cost base of the new bond to the taxpayer, the 
convertible property is deemed by section 26(24) of the ITAR not to have been disposed of 
and the new shares are deemed to constitute the converted property, altered in form only, 
thus preserving the tax-free zone. Section 26(28) of the ITAR provides that for 
reorganizations generally occurring after July 13, 1990, ownership on December 31, 1971 
includes "deemed ownership" by virtue of, inter alia, section 26(24) of the ITAR. 
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4.4 Section 51.1: Debt Obligation Conversions 


Section 51.1 provides a rollover for the conversion of a debt obligation of a corporation into 
another debt obligation of the corporation.22 Section 51.1 applies where a taxpayer acquires 
a bond, debenture, or note of a debtor in exchange for a capital property that is another 
bond, debenture, or note of the same debtor, the old obligation confers on the holder the 
right to make the exchange®® and the principal amount of the new obligation is equal to the 
principal amount of the old obligation. Where section 51.1 applies, the cost to the taxpayer 
of the new obligation, and the proceeds of disposition for the old obligation, are deemed to 
be equal to the taxpayer's adjusted cost base of the old obligation immediately before the 
exchange. 


CRA has expressed the view that a U.S.-dollar denominated obligation can meet the third 
criterion for the application of section 51.1 (that the principal amount of the new obligation 
is equal to the principal amount of the old obligation) on an exchange for an obligation 
having the same U.S.-dollar principal amount, on the basis that the "principal amount" of the 
obligation should be expressed in U.S. dollars and not in Canadian dollars.22 This view may 
no longer be valid, at least for taxpayers who have not made the functional currency election 
in section 261, given the introduction of section 261(2). Section 261(2) provides that any 
amount relevant in computing a taxpayer's Canadian tax results that is expressed in a 
foreign currency is to be converted to Canadian dollars using the relevant exchange rate on 
the day on which that amount "first arose." 


Unlike section 51, section 51.1 does not contain indirect gift rules, though section 15(1) may 
apply where the fair market value of the new obligation is greater than the fair market value 
of the old obligation. CRA's only commentary on the interaction of sections 15(1) and 51.1 
concerned a situation where a corporation converted a debt owing by a sister corporation 
under section 51.1 into new debt with a lower fair market value than the old debt.22 The 
reason for the exchange was that the debtor corporation had encountered financial 
difficulty, and so sought to reduce its costs by having its obligation converted from interest- 
bearing to non-interest-bearing. CRA expressed the view that sections 15(1), 56(2), and 
56(4) generally would not apply in such a situation to the joint parent corporation provided 
that the new debt has the same principal amount as the old debt, the new loan is a bona fide 
loan and could be repaid. However, based on CRA's views on the application of section 15(1) 


to exchanges and to section 51, it seems likely that CRA would seek to apply section 15(1) to 
a conversion under section 51.1 in the appropriate circumstances.24 

If the convertible bond was owned on December 31, 1971 and the taxpayer exchanged the 
bond for another bond of the debtor under section 51.1 after May 6, 1974, for the purpose of 
determining the cost and the adjusted cost base of the new bond to the taxpayer, the 


convertible bond is deemed by section 26(25) of the ITAR not to have been disposed of and 
the new bond is deemed to be the old bond, altered in form only, thus preserving the tax-free 
zone. Section 26(28) of the ITAR provides that for reorganizations generally occurring after 
July 13, 1990, ownership on December 31, 1971 includes "deemed ownership" by virtue of, 
inter alia, section 26(25) of the ITAR. 


FOOTNOTES 


87 prior to the introduction of s. 51.1 in 1994, a rollover was available on certain debt conversions 
under old s. 77. 


88Rased on the CRA commentary on the similar requirement in s. 51, an automatic conversion will 
not meet this criterion. See the discussion in §4.3 above. See also Technical Interpretation, CRA 
Document 9721405, dated September 9, 1997, where CRA indicates that a debt obligation will 
meet this criterion where the holder's right to exchange can be exercised only after the issuer 
gives notice. 


89 Technical Interpretation, CRA Document 9532285, dated February 13, 1996. 


2 Technical Interpretation, CRA Document 2001-0105315, dated March 26, 2003. 


I see IT-432R2, paragraph 6, supra note 30 and CRA Document 9728755, supra note 30. 


2019 Thomson Reuters Canada Limited 
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4.5 Non-Resident Withholding Tax on Convertible Debt 


Under section 214(7), where a non-resident assigns or otherwise transfers a debt obligation 
issued by a person resident in Canada to a Canadian resident person and the price for which 
the obligation was transferred exceeds the price for which the obligation was issued, the 
excess may be deemed to be a payment of interest for purposes of Part XIII of the Act. 
Section 214(14) provides that, for purposes of section 214, any transaction by which an 
obligation is redeemed or cancelled is deemed to be an assignment of the obligation. In the 
case of a conversion under section 51, while the provision may deem the exchange of a 
convertible debt for shares not to be a disposition, it does not deem the debt not to be 
cancelled or redeemed. As such, section 214(7) may apply to a conversion of debt under 
sections 51 or 51.1. 


Where the obligation is exchanged for shares of the debtor, CRA takes the view, presumably 


based on the decision in Teleglobe Canada Inc. v. R.22 that the amount paid in satisfaction of 
the principal amount depends on the agreement of the parties, which would generally be 


reflected in the stated capital of the issued shares.22 Thus, where the amount added to the 
stated capital of the new shares does not exceed the price for which the convertible 
obligation was issued, no deemed interest should arise under section 214(7). 


Section 214(7) does not apply in respect of an obligation that is an "excluded obligation" as 
defined in section 214(8). Under section 214(8)(a), an excluded obligation includes federal, 
provincial, and municipal obligations™ as well as obligations on which interest would have 
been exempt under old sections 212(1)(b)(iii) or 212(1)(b)(vii), as they applied to the 2007 
taxation year. Old section 212(1)(b)(iii) exempted interest payable in a foreign currency toa 
person who deals at arm's length with the payer on certain pre-December 20, 1960 
obligations, amounts not repayable in Canadian currency deposited with a prescribed 
financial institution22 and obligations entered into in the course of carrying on a business 
outside of Canada, to the extent that the interest was deductible (or would have been 
deductible but for section 18(2) or (21)) under Part I in computing the payer's income from 
the business.2® Old section 212(1)(b)(vii) contained the so-called 5/25 rule, which generally 
exempted interest payable on obligations of a corporation resident in Canada to a person 
with whom the corporation deals at arm's length if the corporation may not under any 
circumstances be required to pay more than 25% of the principal amount of the obligation 
within five years from the date of issue except in certain limited circumstances, including in 
the event of a failure or default under the terms of the obligation or on the exercise by the 
lender of a right to convert the obligation into a prescribed security.22 A large and 
complicated body of administrative practice developed around section 212(1)(b)(vii), in 
particular on what constituted an acceptable event of default. Very generally, CRA's view is 


that an acceptable event of default is one that has commercial reality, is beyond the control 
of the lender and therefore is not contrived, such as a breach of the covenants in the loan 
agreement, failure to maintain certain financial ratios as required under the loan agreement 
or a change of control of the borrower.28 

An excluded obligation also includes, under section 214(8)(c), an obligation that is not an 
indexed debt obligation, that was issued for an amount not less than 97% of the principal 
amount thereof and the yield from which does not exceed 4/3 of the stipulated interest rate. 
It is not clear, however, that a convertible obligation can fit within this definition where the 
fair market value of the new securities exceeds in any material way the price for which the 
obligation was issued, either on the basis that the fair market value of the new securities 


constitutes the "principal amount" of the obligation22 or on the basis that the excess forms 
part of the yield on the obligation. 


If section 214(7) applies to an exchange, withholding tax will not arise under section 212(1) 
(b) unless the taxpayer and the debtor do not deal at arm's length, the interest is paid in 
respect of an obligation to pay an amount to a person with whom the debtor is not dealing at 
arm's length, or where the interest is "participating debt interest." "Participating debt 
interest" is defined in section 212(3) generally as interest that is contingent or dependent on 
the use of or production from property in Canada, that is computed by reference to revenue, 
profit, cash flow, commodity price, or a similar criterion or by reference to dividends paid on 
shares of the corporation.122 In a 2012 Ruling, CRA indicated that regular periodic interest 
payments made by a public corporation on convertible notes were not "participating debt 
interest" 101 


In a situation where section 214(7) applies and the amount by which the fair market value of 
the new securities exceeds the price for which the convertible obligation was issued is a 
reflection of the general success of the corporation, it is possible that this excess would be 


considered to be "participating debt interest."122 At the 2009 Canadian IFA Branch Seminar, 
CRA was asked a number of questions regarding the application of section 214(7) to the 


conversion of a convertible debenture.122 CRA indicated only that generally no excess would 
arise for purposes of section 214(7) on the conversion by the original holder of "traditional 
convertible debentures", which it defined as debentures having at least the following terms 
and conditions: (a) the debentures are unsecured subordinated debts; (b) the issuer is a 
public corporation; (c) the debentures are issued for a fixed amount of money in Canadian 
dollars with no discount; (d) the debentures bear ordinary interest at a commercial fixed 
rate per year and interest is paid at least annually; (e) the debentures are convertible at any 
time prior to maturity at the holder's option into common shares of the issuer;194 (f) the 
terms of the debenture either provide a fixed conversion price or a fixed conversion ratio, 
though the security contract may provide for certain changes in the conversion price or 
conversion ratio over time; (g) the conversion price exceeds the price at which the common 
shares of the issuer could have been purchased on the market at the time that the 
debentures are issued; (h) the debentures have a specified maturity date; and (i) the 
debentures are redeemable at maturity at a redemption price of 100% of the face value, plus 
any accrued and unpaid interest. 


CRA's narrow definition of what constitutes a "traditional convertible debenture" was widely 


criticized, and in a May 10, 2010 letter to CRA the Joint Committee on Taxation suggested a 
more expansive "standard convertible debenture", the criteria for which would supplement 
and broaden the criteria set out above for a "traditional convertible debenture": (a) the 
debenture may be secured, and may not be subordinated; (b) the issuer may be a public or 
private corporation, a trust or a partnership; (c) the debenture may be denominated in 
Canadian dollars or in a foreign currency; (d) the debenture is convertible at the holder's 
option at any time or only at certain times (there may be an initial non-conversion period 
and/or other non-conversion periods); (e) the terms of the debenture specifically provide 
either a fixed conversion price or fixed conversion ratio, but these would be subject to 
adjustment in accordance with standard anti-dilution provisions; (f) the debenture may be 
issued with an initial discount; (g) the rate of interest may be fixed or floating, but will not be 
participating, and the rate of interest will be determined by market factors and will reflect a 
commercial rate of interest in the context of the convertible debenture; (h) at maturity, the 
debenture is repayable at its face amount, plus accrued and unpaid interest, and in some 
circumstances the issuer may have the option of satisfying the redemption price through the 
issuance of equity, which is typically valued for this purpose at a small (5%) discount to 
market price; and (i) the debenture may be redeemable by the issuer prior to maturity, or on 
the occurrence of certain events, at a redemption price based on a fixed percentage of face 
value, plus accrued and unpaid interest. 


At a 2013 Round Table, CRA accepted that a deemed payment of interest under section 
214(7) arising on a transfer of a "standard convertible debenture" by a non-resident to a 
Canadian resident (including the issuer of the debenture) will not generally constitute 
participating debt interest.12° In CRA's view, there is no indication that it was the intention 
of the legislator that any conversion premium realized on a conversion or disposition of a 
"standard convertible debenture" should be treated as participating debt interest. CRA did 
not, however, take the position that a "standard convertible debenture" would generally 
constitute an excluded debt obligation described in 214(8)(c). 


FOOTNOTES 


92 Teleglobe Canada Inc. v. R., 2002 CarswellNat 3053, 2002 CarswellNat 4797, [2003] 1 C.T.C. 
255, (sub nom. Teleglobe Inc. v. R.) 2002 D.T.C. 7517 (Fed. C.A.). 


93 nt the 2008 CTF Annual Conference, Income Tax Technical News No. 41, dated December 23, 


2009. See also CRA's comments at the May 2009 IFA Branch Seminar, CRA Document 2009- 
0320231C6, dated May 21, 2009 and Income Tax Technical News No. 44, dated April 14, 2011. 


24 Section 214(8)(a) refers to obligations described in s. (a) of the definition of "fully exempt 
interest" in s. 212(3), which also includes obligations guaranteed by the federal government, 
obligations issued by an agent of a province or a Crown or municipal corporation and school and 


obligations issued by a school or hospital that are guaranteed by a province. 


25 prescribed in section 7900 of the Regulations. This includes corporate members of the Canadian 
Payments Association, which generally includes most major banks. 


The business in question must be carried on by the payer. Thus, interest payable on a foreign 
currency loan the proceeds of which are invested in a subsidiary that carries on the business 
will not be exempt. See Technical Interpretation, CRA Document 2001-0093265, dated October 
5, 2001. 


97 p prescribed security is defined for these purposes in s. 6208 of the Regulations, very generally, 


as a Share (or right to acquire a share) the issuer of which will not be required to redeem or 
reduce the paid-up capital in respect of the share within five years or to undertake to limit any 
loss that may be sustained by the shareholder. 


28 tnterpretation Bulletin IT-361R3, dated February 12, 1996, paragraph 15. See Robert Kopstein 
and Jannete Pantry, "Subparagraph 212(1)(b)(vii) Withholding Tax Exemption," 2005 Canadian 
Tax Foundation Conference Report, 15:1-48, for a good overview of the administrative positions 
of CRA on various aspects of this and other issues under old s. 212(1)(b)(vii). An earlier 
comprehensive discussion of the provision can be found in Scott Wilkie, "Non-Resident 
Withholding Tax: Corporate Obligations," 1994 Canadian Tax Foundation Conference Report, 
17: 1-64. 


29 Section 248(1) defines "principal amount" as the maximum amount that may be payable on an 
obligation otherwise than on account of interest or premium, though the decision in Jembec Inc. 
c. R., 2007 CarswellNat 1966, 2007 CarswellNat 2734, (sub nom. Tembec Inc. v. R.) 2008 D.T.C. 
3232 (Eng.) (T.C.C. [General Procedure]), affirmed 2008 CarswellNat 4097, 2008 CarswellNat 
1904, (sub nom. Tembec Inc. v. R.) 2009 D.T.C. 5877, 2008 D.T:.C. 6601 (Fr.) (F-C.A.), leave to 
appeal refused 2009 CarswellNat 74, 2009 CarswellNat 75 (S.C.C.), leave to appeal refused 
2009 CarswellNat 76, 2009 CarswellNat 77 (S.C.C.), leave to appeal refused 2009 CarswellNat 
72, 2009 CarswellNat 73 (S.C.C.), may be read to conclude that the principal amount of a 
convertible obligation should be measured at the time of issuance and not at some later date. 
CRA has indicated that it accepts Tembec as authority for this proposition, and so will not take 
any appreciation or depreciation of the principal amount into account for purposes of s. 214(8) 
(c). See Income Tax Technical News No. 44, supra note 93. 


100 interest paid on certain mortgages or an amount payable under a securities lending 
arrangement, as set out in (b) and (d) of the definition of "fully exempt interest" in section 
212(3), is excluded from the definition, as is interest on prescribed obligations. No obligations 
have been prescribed to date. 


101. CRA Document 2011-0418721R3, dated January 1, 2012. 


102-The definition of "participating debt interest" is nearly identical to the post-amble of old s. 
212(1)(b) so that CRA's commentary on that provision should apply equally to new s. 212(3). 
See Technical Interpretation, CRA Document 2008-0301391E5, dated May 29, 2009. For 
example, CRA has expressed the view that interest calculated by reference to a stock index 
that is influenced by the value of the shares of the issuer could lead to the conclusion that the 
interest is computed by reference to revenue, profit, cash flow, commodity price or similar 
criterion. Technical Interpretation, CRA Document 2001-0096655, dated October 9, 2001. 


103 CRA Document 2009-0320231C6, supra note 93. See also CRA's comments at the 2008 CTF 
Annual Conference, contained in Income Tax Technical News No. 41, supra note 93 and the 
2009 CTF Annual Conference, contained in Income Tax Technical News No. 44, supra note 93. 


104¢RA adds here: "Some debentures have an initial non-conversion period." It appears, though it 
is not clear, that this is intended to indicate that an initial non-conversion period is acceptable. 


105 CRA Round Table at the CTF 2013 Annual Conference, Q. 9, CRA Document 2013-0509061C6, 
dated November 26, 2013. Though see Technical Interpretation, CRA Document 2013- 
0515631E5, dated March 18, 2014, in which the CRA refuses to confirm that its policies with 
respect to the application of Part XIII to "traditional convertible debentures" now applies to 
"standard convertible debentures", and encourages taxpayers to request advance tax rulings. 
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4.6 Stock Splits and Consolidations 


A stock split or consolidation occurs where all of the shares of a given class are converted 
into a larger or smaller number of shares of the same class, in the same proportion for all 
shareholders of that class. CRA indicates in Interpretation Bulletin IT-6512° that no 
disposition or acquisition will occur on a stock split or consolidation, provided that: (a) there 
is no change in the total capital of the corporation; (b) there is no change in the interest, 
rights, or privilege of other shareholders; and (c) there are no concurrent changes in the 
capital structure of the corporation or the rights and privileges of other shareholders. CRA 
has also indicated that the cost of the new shares is to be determined by dividing the cost of 


the old shares by the number of new shares.127 Where the original shares were owned by 
the taxpayer on December 31, 1971, the tax-free zone in respect of those shares will be 
carried forward to the new shares.108 

Typically, a stock split or consolidation would be accomplished by way of an amendment to 
the articles of the corporation. A stock consolidation accomplished by way of the 
cancellation of a number of shares of the corporation for no consideration will not come 
within CRA's policy in Interpretation Bulletin IT-65.122 In such a case, a capital loss may 
arise or, where the corporation does not deal at arm's length with a shareholder, section 
69(1)(b) may apply to deem the shareholder to receive proceeds of disposition equal to the 
fair market value of the redeemed shares, which may give rise to a gain.122 CRA takes the 
view that the benefit rules in section 15(1), 56(2), or 246(1) could also apply where the 


cancellation results in the increase in the value of another shareholder's interest in the 


corporation.141 


CRA has indicated that where a shareholder receives cash in lieu of a fractional share as a 
result of a stock split or consolidation, the shareholder will be required to report the gain or 


loss realized on the disposition of the fractional share.142 


FOOTNOTES 


106 cupra note 17. See also Interpretation Bulletin IT-448, paragraph 15(f), dated June 6, 1980. 


10717-65, ibid. 


108 ibid. 
109 Technical Interpretation, CRA Document 2002-0157745, dated August 27, 2002. 


110 jpia, A deemed dividend should not arise under s. 84(3) in such a case, since s. 84(3) deems 
the amount paid by the corporation in excess of the paid-up capital of the shares to be a 
dividend, while s. 69(1)(b) would deem the amount to be received by the shareholder, but not 
paid by the corporation. 


111 pia. 


1127 echnical Interpretation, CRA Document 2002-0149955, dated February 24, 2003. 
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4.7 Stock Dividends 


The effect of a stock split can also be achieved by means of the payment of a stock dividend. 
The stock dividend method may be preferable to a stock split, particularly for a public 
corporation, because it does not require an amendment to a corporation's articles.113 

A "stock dividend" as defined in section 248(1) includes any dividend (determined without 
reference to the definition of "dividend") paid by a corporation to the extent that it is paid by 
the issuance of shares of any class of the capital stock of the corporation. The parenthetical 
carve-out is required because the definition of "dividend" in section 248(1) expressly 
excludes a stock dividend that is paid to a corporation or a mutual fund trust by a non- 

114 


resident corporation.—= 

A dividend paid by the distribution of shares that have been repurchased by the corporation 
but not cancelled (in jurisdictions where this is possible) may or may not be considered a 
stock dividend, depending on the relevant corporate law.4/2 A share issued under a dividend 
reinvestment program is not treated as a stock dividend, but rather as an ordinary cash 


dividend 146 


A stock dividend paid by a Canadian resident corporation must be included in the 
shareholder's income when received under sections 82 and 12(1)(j). Like ordinary dividends, 
a domestic stock dividend is subject to the gross-up and dividend tax credit regime in 
sections 82 and 121 for individuals and is generally deductible under section 112(1) for 
corporations. The "amount" of a stock dividend for these purposes is generally the amount 
by which the paid-up capital of the corporation is increased as a result of the payment of the 


stock dividend.4!2 


The shareholder's cost of the dividended shares is determined under section 52(3). Section 
52(3)(a)(i) provides that if the shareholder is an individual, the cost will be the "amount" of 


the dividend, as described above. If the stock dividend is paid by a Canadian corporation#!8 


to a person other than an individual, the shareholder's cost of the shares received is 
determined under section 52(3)(a)(ii) 242 In general terms, the cost to the shareholder of the 
shares under section 52(3)(a)(ii) is equal to the safe income that could reasonably be 
considered to contribute to the unrealized capital gain on the shares on which the stock 
dividend was paid, plus the amount of any deemed gain under section 55(2).122 


More particularly, the cost of the shares under section 52(3)(a)(ii) is the sum of two amounts, 
described in sections 52(3)(a)(ii)(A) and (B). Section 52(3)(a)(ii)(A) is the amount, if any, by 
which, (I) the lesser of the "amount" of the stock dividend and its fair market value, exceeds 
(II) the amount that the shareholder may deduct under section 112(1), except any portion of 


the dividend that, if paid as a separate dividend, would not be subject to section 55(2) 
because of safe income. The April 2016 Department of Finance Technical Notes for this 
provision note that the reduction for amounts deductible under section 112(1) is to be 
applied regardless of whether section 55(2) actually applies to the dividend (subject to the 
exception for safe income). Section 52(3)(a)(ii)(B) is the amount equal to the amount of the 
deemed gain under section 55(2)(c), plus the amount, if any, by which the amount of the 
reduction to safe income under section 55(2.3)(b) in respect of the stock dividend to which 
section 55(2)(a) would otherwise apply exceeds the amount determined for section 52(3)(a) 
(ii)(A). The April 2016 Department of Finance Technical Notes note that this latter amount 
concerns cases where the fair market value of a stock dividend exceeds the "amount" of the 
stock dividend, such as in the case of "high-low" shares (where the fair market value of 
shares issued as a stock dividend is greater than the amount added to the corporation's paid- 
up capital by reason of the stock dividend). This is because the fair market value of the 
share, rather than the paid-up capital, is deemed to be the "amount" of the dividend for the 
purpose of subsection 55(2) under subsection 55(2.2). 


The April 2016 Department of Finance Technical Notes provide the following example of the 
operation of section 52(3)(a)(ii): 


Example 


¢ Holdco owns all of the shares (Class A) of Subco, which have a fair market value (FMV) of $100 and 
an adjusted cost base of $0. 


¢ Subco pays Holdco a stock dividend by issuing a preferred share (Class B) having a FMV of $100 
and a paid-up capital of $40. The amount of the stock dividend is $40, its paid-up capital (see the 
definition "amount" in subsection 248(1)). 


¢ Subco has $70 of safe income that can reasonably be considered to contribute to the capital gain 
that could be realized by Holdco on a disposition at FMV, immediately before the dividend, of the 
Class A shares of Subco. 


¢ Paragraph 55(2)(a) applies to deem $30 of the fair market value of the stock dividend not to be a 
dividend (that is, the excess of the FMV of the Class B share issued as a stock dividend ($100) over 
safe income($70)). 


Under subparagraph 52(3)(a)(ii), the cost of the Class B share to Holdco is $100. The following illustrates 
the calculation of the cost of the Class B share to Holdco, which is equal to the total of the amounts 
determined under Clauses A and B. 


The amount under Clause A is $40, which is the amount, if any, by which the amount determined under 
subclause (A)(I) exceeds the amount determined under subclause (A)(ID). 


¢ $40 is the amount determined under subclause (A)(I), which is the lesser of the FMV of the Class B 
share ($100) and the amount of the stock dividend ($40)under the definition "amount" in subsection 
248(1). 


¢ $0 is the amount under subclause (A)(II), which the amount of the stock dividend that is deductible 
under subsection 112(1) ($40) except any portion of the dividend that would not be subject to 
subsection 55(2) because it is safe income in respect of the Class A shares ($70 is safe income).The 
end result is $0 because the whole $40 dividend is from safe income. 


The amount under Clause B is $60, which is the amount determined by the formula A + B. 


¢ $30 is the amount determined for variable A, which is the amount deemed to be a gain under 


paragraph 55(2)(c) in respect of the stock dividend. In general terms, the deemed gain under 
paragraph 55(2)(c) is the amount by which the greater of the fair market value ($100) and paid-up 
capital of the stock dividend ($40), being $100, exceeds the related safe income ($70). 


¢ $30 is the amount determined for variable B, which is the amount of the safe income reduction 
under paragraph 55(2.3)(b) ($70) that exceeds the amount under Clause A ($40)). 


A stock dividend paid by a non-resident corporation to an individual is included in the 
individual's income under section 90, and the amount of such a dividend will generally be 
equal to the amount by which the paid-up capital of the corporation is increased as a result 
of the payment of the stock dividend.42! In the case of a stock dividend paid by a non- 
resident corporation to a corporation or mutual fund trust, which is not a "dividend" for 
purposes of the Act, no amount is included in the shareholder's income when the dividend is 
received and the dividended shares are deemed under section 52(3)(a.1) to have been 
acquired at a cost of nil.422 If an amount is included in the shareholder's income in respect 
of the stock dividend under subsection 15(1.1) (discussed in §4.7.1 below), section 52(3)(b) 
provides that the shareholder's cost of the shares will include this amount. 


Where the taxpayer owns other shares of the same class as the dividended shares, the 
adjusted cost base of the shares will be calculated under section 47 by averaging this cost 


with the cost of all such other shares owned of that class.122 


No deemed dividend can arise under section 84(1) on the payment of a stock dividend, by 
virtue of section 84(1)(a). 


Under section 248(5)(b) a dividended share is deemed to be a property substituted for the 
share on which the dividend was paid. CRA considered this provision in the context of a 
corporation that had no assets but had a positive refundable dividend tax on hand balance. 
Having nothing to distribute, the corporation sought to trigger the refund under section 
129(1) by way of the payment of a stock dividend. CRA expressed the view that section 
129(1.2) would apply to deny the refund in these circumstances on the basis that the 
dividended shares were substituted shares and were acquired in a transaction, for which the 


main purpose was to obtain a refund under section 129(1).424 


FOOTNOTES 


113), Canada, an amendment to the articles will generally require approval by a two-thirds 
majority of the shareholders. See, for example, s. 173(1) and the definition of "special 
resolution" in s. 2(1) of the Business Corporations Act (Canada). 


114,, discussed below, as a result of this definition, a stock dividend paid by a non-resident 
corporation will be treated as a dividend to an individual shareholder, but not to a corporation 
or mutual fund. 


115 Interpretation Bulletin IT-88R2, paragraph 4, dated May 31, 1991. 
116 ig. at paragraph 27. 


117 Section (c) of the definition of "amount" in s. 248(1). Where the deduction denial rules in s. 
112(2.1), (2.2) or (2.4) or Part IV.1 tax or the deeming rules in s. 258(3) or (5) apply to the 
stock dividend, s. (a) of the definition of "amount" will deem the amount of the dividend to be 
the greater of the increase in the paid-up capital of the corporation and the fair market value 
of the shares paid as a stock dividend. If s. (a) of the definition of "amount" does not apply, and 
Part VI.1 tax applies to the dividend, the "amount" will be deemed, as in s. (a), to be the 
greater of the increase in the paid-up capital of the corporation and the fair market value of 
the shares paid as a stock dividend for purposes of Part VI.1, but the increase in the paid-up 
capital of the corporation for any other purpose. Regarding stock dividends consisting of high- 
low preferred shares, see Round Table on Federal Taxation, 2003 APFF Conference, CRA 
Document 2003-0029995, dated October 10, 2003 and Technical Interpretation, CRA 
Document 2001-0094305, dated September 27, 2001. The Federal Court of Appeal has applied 
GAAR to certain "value shift" loss realization transactions involving the payment of high-low 
preferred share dividends. See Triad Gestco Lid. v. R., 2012 CarswellNat 5755, 2012 
CarswellNat 3853, [2013] 1 C.T.C. 202, 2012 D.T.C. 5156 (Eng.) (FC.A.), 1207192 Ontario Ltd. 
v_R., 2012 CarswellNat 3894, 2012 CarswellNat 5594, [2013] 1 C.T.C. 1, 2012 D.T.C. 5157 
(Eng.) (F-C.A.), leave to appeal refused 2013 CarswellNat 11395, 2013 CarswellNat 11394 
(S.C.C.) and Global Equity Fund Ltd. v. R., 2012 CarswellNat 5981, 2012 CarswellNat 4117, 
[2013] 1 C.T.C. 135, (sub nom. R. v. Global Equity Fund Ltd.) 2013 D.T.C. 5007 (Eng.) (F.C.A.), 
leave to appeal refused 2013 CarswellNat 932, 2013 CarswellNat 933 (S.C.C.). 


1187 6, the stock dividend is a "dividend" as defined in s. 248(1), which excludes stock dividends 
paid to a corporation or a mutual fund trust by a non-resident corporation. 


119 section 52(3)(a)(ii) as it currently reads generally applies for dividends received after April 20, 
2015. A slightly different version applied for dividends declared from April 21, 2015 to July 30, 
2015 and received before September 30, 2015. 


120c¢¢ chapter 8 for a discussion of s. 55(2) and safe income. 


121 The paid-up capital in respect of the non-resident corporation's shares will generally be, by 


virtue of the definition of paid-up capital in s. 89(1), the amount added to the corporation's 
stated capital under the relevant foreign law. See IT-88R2, supra note 115, paragraph 26. 


122Where the non-resident corporation is a foreign affiliate of the corporate shareholder, the 
amount of the stock dividend will similarly be deemed to be nil under s. 95(7). 


123Though see Technical Interpretation, CRA Document 2011-041053117, dated December 22, 
2011 concerning a stock dividend paid on a class of shares where the taxpayer acquired some 
prior to 1972 and some after 1972. Since the pre-1972 and post-1972 shares are not 
considered identical properties for purposes of s. 47 (by virtue of s. 26(8) of the ITAR), the 
adjusted cost base of the dividend shares is added only to the adjusted cost base of the post- 
1972 shares. 


124R ound Table on Federal Taxation, 2002 APFF Conference, Q. 10, CRA Document 2002- 
0156805, dated October 11, 2002. 
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4.7.1 Shareholder Benefit on the Payment of a Stock Dividend 


A stock dividend is excluded from the general shareholder benefit rule in section 15(1) by 
virtue of section 15(1)(b). However, under section 15(1.1), if it may reasonably be 
considered that a purpose of the payment of the stock dividend to a person was to 
significantly alter the value of the interest of a "specified shareholder," the fair market value 
of the stock dividend is included in the person's income for the year.422 Amounts otherwise 
included in the person's income under section 82(1) (other than any gross-up amounts under 
section 82(1)(b)) are not included under section 15(1.1). The amount included under section 
15(1.1), therefore, will generally be the difference between the "amount" of the dividend!2& 
and the fair market value of the dividended shares. Except in the case of non-resident 
shareholders, in respect of which income inclusions under section 15 are deemed to be 
dividends for purposes of Part XIII withholding under section 214(3)(a), amounts included in 
income under section 15(1.1) are not treated as dividends, so that an individual will not be 
entitled to the gross-up and credit under sections 82(1) and 121 and a corporation will not 
be entitled to a deduction under section 112. 


CRA has expressed the view that section 15(1.1) would ordinarily not apply unless the 
payment of the dividend itself would result in the alteration of the value of the specified 
shareholder's interest and that such an alteration would not result if the stock dividend were 
paid to all shareholders pro rata in proportion to their shareholdings.122 Section 15(1.1) 
generally will not apply in the case of a stock dividend to a sole shareholder followed by a 


transfer of the dividended shares.128 


At the 2013 CTF Conference Round Table,122 CRA described a ruling it was asked to provide 
involving a stock dividend paid by one controlled foreign affiliate of a Canadian corporation 
to another controlled foreign affiliate of the corporation. CRA noted that section 15(1.1) can 
apply in such a circumstance, and that any income imputed to the affiliate under section 
15(1.1) would be included in the affiliate's FAPI. CRA also expressed the view that it was not 
relevant, in considering whether section 15(1.1) would apply to the stock dividend, that the 
transaction under consideration might have been accomplished on a tax deferred basis 
under section 85.1, or under any other rollover provision in the Act. 


In Wu v. R.,122 the Federal Court of Appeal held that, where the value of a specified 
shareholder's interest in the corporation has been altered, it is not appropriate to apply a 
subjective purpose test in determining what may reasonably be considered to be the 
purpose of the payment for purposes of section 15(1.1). The Court held that an objective test 
must be applied, so that the taxpayer bears the onus of proving, at the level of objective 


reasonability, that none of the purposes of the payment was to significantly alter the value of 
the interest of a specified shareholder.131 


FOOTNOTES 


125, "specified shareholder" of a corporation is defined in s. 248(1) as a taxpayer that owns, 


directly or indirectly, 10% of the issued shares of any class of the corporation or any related 
corporation. For purposes of this definition, a taxpayer is deemed to own each share of a 
corporation owned by a person with whom the taxpayer does not deal at arm's length. Similar 
"look-through" deeming rules apply to deem the taxpayer to own shares held by certain trusts, 
partnerships, or service corporations. 


126ce¢ the discussion of "amount" in §4.7 above. 


127 Ministerial Letter, CRA Document 901268, dated June 10, 1990 and Supplementary Advance 
Income Tax Ruling, CRA Document 901651, dated February 6, 1991. 


128, dvance Income Tax Ruling, CRA Document RCT 5-1140, dated October 9, 1986. 
129CRA Document 2013-0507981C6, dated November 26, 2013. 


130 wy v._R., 1997 CarswellNat 1765, 1997 CarswellNat 3665, [1998] 1 C.T.C. 99, (sub nom. R. v. 
Wu) 98 D.T.C. 6004 (Fed. C.A.). 


131 For an application of this test, see Wong v. R., 1999 CarswellNat 3950, 1999 CarswellNat 31, 
[1999] 2 C.T.C. 2173, 99 D.T.C. 458 (T.C.C.). 
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4.8 Capitalization of Surplus: Section 84(1) 

The purpose of section 84(1), as articulated by the Court in Golini v. R.,122 is to impose "a 
limitation on returns to shareholders on a tax-free basis to only the shareholder's tax paid 
investment in a corporation, where such investment creates an equivalent increase in the 
company's assets or decrease in its liabilities".122 Subject to a number of exceptions, 
discussed below, where a corporation resident in Canada increases the paid-up capital of a 
particular class of its shares, it will be deemed under section 84(1) to have paid a dividend 
on the issued shares of that class and each shareholder of that class will be deemed to have 
received that shareholder's pro rata portion of the dividend.124 Under the definition of paid- 
up capital of a class of shares in section 89(1), paid-up capital for tax purposes will be the 
same as the stated capital for corporate purposes except in those cases where the paid-up 
capital is reduced or increased under the Act, including under sections 51(3), 84.1, 85(2.1), 


85.1(2.1) or (8), 86(2.1), 87(3) or (9), 128.1(2), or (3) or 212.1.438 


To the extent that section 84(1) applies in respect of a transaction or event, neither section 
84(2) nor 84(3) is applicable to that transaction or event.136 


Where the shareholder is a corporation and is entitled to a deduction under section 112 in 
respect of the dividend and one of the purposes of the deemed dividend under section 84(1) 
is to reduce a capital gain in respect of any share, to reduce the fair market value of any 
share or to increase the total cost of the property of the dividend recipient, section 55(2) 
may apply to deem the dividend to be a capital gain to the shareholder132 

Where a deemed dividend arises under section 84(1), all shareholders of the relevant class 
of shares are deemed to have received a dividend, notwithstanding that some shareholders 
of the class may not have participated in the particular transaction that resulted in the 
deemed dividend. Thus, if a shareholder transfers property to a corporation in exchange for 
shares and the paid-up capital in respect of that class of shares increases by an amount 
greater than the fair market value of those assets, all shareholders of that class of shares will 
be deemed to receive a dividend under section 84(1). However, where the fair market value 
of the issued shares exceeds the fair market value of the transferred property, only the 
transferee will generally be considered to have received a taxable benefit under section 


15(1).438 


The amount added to the shareholder's adjusted cost base of a share in respect of a deemed 
dividend under section 84(1) is determined under section 53(1)(b).432 The increase is equal 
to the amount, if any, by which the deemed dividend exceeds the amount that the 
shareholder may deduct under section 112(1), except any portion of the dividend that, if 


paid as a separate dividend, would not be subject to section 55(2) because of safe income. 
Thus, individual shareholders will receive cost equal to the amount of the deemed dividend, 
but Canadian corporations will generally only receive cost to the extent the dividend is paid 
out of safe income. 


Where the shares are mark-to-market shares and a deemed dividend arises under section 
84(1) in respect of the shares, section 248(28) should generally apply to reduce the 
shareholder's profit computed under section 142.5,140 


FOOTNOTES 


132 Golini v_R., 2016 CarswellNat 3212, 2016 CarswellNat 12003, [2017] 2 C.T.C. 2077, 2016 
D.T.C. 1148 (T.C.C. [General Procedure]), additional reasons 2016 CarswellNat 5554, 2016 
CarswellNat 10744, [2017] 2 C.T.C. 2134, 2016 D.T.C. 1199 (T.C.C. [General Procedure]). 


133 Thi, at paragraph 139. 


134, dividend that is deemed to be paid under s. 84 is also deemed by s. 84(7) to be "payable" for 
purposes of subdivision h of the Act (as well as ss. 131 and 133). This is relevant for the capital 
dividend rules in s. 83 and the eligible dividend rules in s. 89. 


135 For an overview of the concept of paid-up capital, see Corrado Cardarelli, "Transactions 
Involving Paid-Up Capital," Report of Proceedings of Fifty-Sixth Tax Conference, 2004 Tax 
Conference (Toronto: Canadian Tax Foundation, 2005), 26:1-22, and Ronald K. Durand and Ian 
M. Freedman, "Dealing with Paid-Up Capital" in Current Issues in Corporate Finance, 1997 
Corporate Management Tax Conference (Toronto: Canadian Tax Foundation, 1998), 17:1-42. 


1236 section 84(6)(a). 
137 See chapter 8 for a discussion of s. 55(2). 


138 se¢ Interpretation Bulletin IT-432R2, paragraph 7, dated February 10, 1995, which also 
provides a numerical example illustrating the interaction of ss. 84(1) and 15. 


139 section 53(1)(b) as it currently reads generally applies for dividends received after April 20, 
2015. 


140Technical Interpretation, CRA Document 1999-0007005, dated April 11, 2001. 


2019 Thomson Reuters Canada Limited 
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4.8.1 Exceptions under Section 84(1) 


Sections 84(1)(a) to (c.3) set out the circumstances where a deemed dividend will not arise 
under section 84(1) notwithstanding an increase in the paid-up capital. 


Under section 84(1)(a), no deemed dividend will arise on an increase in the paid-up capital 
of a class of shares on the payment of a stock dividend. Any such increase will be treated as 
an ordinary dividend, as discussed above at §4.7. 


Under section 84(1)(b), no deemed dividend will arise on an increase in the paid-up capital 
of a class of shares arising on a transaction by which either the value of the assets of the 


corporation less its liabilities has been increased,1*! or its liabilities less the value of its 


assets has been decreased,142 by an amount equal to or greater than the amount of the 
increase in the paid-up capital. These transactions constitute exceptions to the general rule 
of section 84(1) that a deemed dividend results on the capitalization of surplus because, 
while the corporation's paid-up capital increases, its surplus increases by a similar or 
greater amount. Consequently, the amount of the corporation's surplus that would be 
taxable as a deemed dividend if the corporation wound up, reduced its capital, or redeemed 
or acquired its shares, has not been reduced as a result of the transaction. Where the 
increase in the net value of the corporation's assets or the decrease in the net value of its 
liabilities is less than the increase in the paid-up capital, a deemed dividend will arise, by 
virtue of section 84(1)(d), equal to the difference. 


Under section 84(1)(c), no deemed dividend will arise on an increase in the paid-up capital of 
a Class of shares arising on a transaction by which the paid-up capital in respect of shares of 
all other classes has been reduced by an amount not less than the amount of the increase. In 
such a situation, the amount of the corporation's total paid-up capital remains unchanged 
and, therefore, as with the exception in section 84(1)(b), the amount of the corporation's 
surplus that would be taxable as a deemed dividend if the corporation wound up, reduced its 
capital, or redeemed or acquired its shares has not been reduced. Where the decrease in the 
paid-up capital of all other classes of shares is less than the increase in the given class, a 
deemed dividend will arise, by virtue of section 84(1)(e), equal to the difference. 


Where the corporation is an insurance corporation, section 84(1)(c.1) provides that no 
deemed dividend will arise on the conversion into paid-up capital of contributed surplus 
relating to its insurance business, other than any portion of the contributed surplus that 
arose in connection with an "investment" within the meaning of section 212.3(10), to which 
section 212.3(2) applies. Section 212.3 contains the "foreign affiliate dumping" rules. 


Where the corporation is a bank, section 84(1)(c.2) provides that no deemed dividend will 
arise on the conversion into paid-up capital of contributed surplus that arose on the issuance 
of shares, other than any portion of the contributed surplus that arose in connection with an 
"investment" within the meaning of section 212.3(10), to which section 212.3(2) applies. 


Subject to sections 84(10) and 84(11), where the corporation is neither an insurance 
corporation nor a bank, section 84(1)(c.3) provides that no deemed dividend will arise on a 
conversion into paid-up capital in respect of a class of shares of any post-March 31, 1977 
contributed surplus that arose, with certain exceptions, on a non-rollover issuance of shares, 
on a contribution to capital or as a result of a reduction of the paid-up capital of the shares. 
More particularly, contributed surplus that arose after March 31, 1977 (other than any 
portion of the contributed surplus that arose in connection with an "investment" within the 
meaning of section 212.3(10), to which section 212.3(2) applies) can be converted into paid- 
up Capital without triggering a deemed dividend if it arose: (i) on the issuance of shares of 
the class (or shares of another class for which the shares were substituted) other than an 
issuance to which section 51, 66.3, 84.1, 85, 85.1, 86, 87, 192(4.1), 194(4.1), or 212.1(1.1) 
applies; (ii) on the acquisition of property by the corporation from a person who, at the time 
of the acquisition, held shares of the class (or shares of another class for which the shares 
were substituted) for no consideration or for consideration that did not include shares; or 
(iii) as a result of a reduction of the paid-up capital in respect of that class of shares (or 
shares of another class for which the shares were substituted), to the extent of the 
reduction. "Contributed surplus" is not a defined term in the Act, and CRA takes the view 
that its meaning should be based on its meaning under generally accepted accounting 
principles.143 

Section 84(10) limits the amount of contributed surplus of a public corporation or former 
public corporation that can be converted into paid-up capital without triggering a deemed 
dividend. It provides that, for purposes of section 84(1)(c.3), a corporation's contributed 
surplus that arose after March 31, 1977 is reduced by the amount of any dividends paid after 
that date at a time that the corporation was a public corporation to the extent that the 
dividend exceeded the corporation's retained earnings immediately before the payment of 
the dividend. 


Section 84(11) is an anti-avoidance rule intended to prevent circumvention of the anti- 
surplus stripping rules in sections 84.1 and 212.1 by transferring shares of one Canadian 
corporation to another corporation, without the issuance of shares or an increase in the 
capital of the acquiring corporation or with the payment of no or limited non-share 
consideration (and so without triggering the full application of section 84.1 or 212.1), 
followed by a conversion of the contributed surplus created on the transfer into paid-up 
capital under section 84(1)(c.3)(ii). Thus, where the transferred property consists of shares 
of another Canadian resident corporation and, immediately after the transfer, the 
corporations are connected within the meaning of section 186(4), the contributed surplus 
that arises on the transfer is deemed, for purposes of section 84(1)(c.3)(ii), to be the lesser of 
the amount added to the contributed surplus on the transfer and the paid-up capital of the 
contributed shares less the value of any non-share consideration received on the transfer. 


CRA takes the view that the exception in section 84(1)(c.3) does not allow a shareholder to 
receive a distribution directly out of contributed surplus without tax consequences. Thus, if 


an amount in respect of contributed surplus is to be distributed to a shareholder, it should 
first be converted to paid-up capital under one of the exceptions in section 84(1). If the 
corporation does not first convert the contributed surplus, CRA will treat the distribution as 


a shareholder benefit under section 15(1).244 


Section 84(1)(f) provides that if the paid-up capital increase exceeds the amount of the 
increase resulting from the conversion described in section 84(1)(c.1), (c.2), or (c.3), a 
deemed dividend will arise equal to the difference. 


FOOTNOTES 


141 CRA has expressed the view that on the transfer of shares of a parent to its subsidiary, the 
paid-up capital of the subsidiary shares can be increased by the value of the parent shares 
without giving rise to a deemed dividend under s. 84(1), on the basis that s. 84(1)(b) requires a 
valuation of all of the assets of the subsidiary corporation, even where the subsidiary's assets 
are in substance double-counted. See Technical Interpretation, CRA Document 2002-0176455, 
dated February 17, 2003. CRA notes that in appropriate circumstances anti-avoidance rules 
may be applied to such a transaction. 


142 See, for example, Aylward v. R., 1997 CarswellNat 281, [1997] 2 C.T.C. 2748, 97 D.T.C. 1097 
(T.C.C.), where the Court found that shares issued in consideration for past services 
extinguished the corporation's liability in respect of those services, so that the exception in s. 
84(1)(b) applied. See also Round Table on Federal Taxation, 2013 APFF Conference, Q. 21, 
CRA Document 2016-0655901C6, dated October 7, 2016. 


143 Technical Interpretation, CRA Document 2002-0146655, dated October 30, 2002. See also CRA 
Round Table, 1992 Annual Conference, Q. 28 (1992 Conference Report, p. 54:56) where CRA 
considers the difference between "contribution of capital" and "contributed surplus." And see 
CRA Document 2015-0584151R3, dated January 1, 2015 for a ruling on the treatment of share 
premium arising under foreign corporate law, converted to contributed surplus on a 
continuance to Canada, followed by a conversion of the contributed surplus to paid-up capital. 


144 Technical Interpretation, CRA Document 2003-0031585, dated August 25, 2003. 
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4.9 Redemption of Shares: Section 84(3) 


Subject to certain exceptions, if a corporation resident in Canada redeems, acquires or 
cancels its shares in any manner whatever, it will be deemed under section 84(3) to have 
paid, and the person holding the shares will be deemed to have received, a dividend on the 
shares so redeemed, acquired, or cancelled to the extent that the amount exceeds the paid- 


up capital of the shares.145 As the Supreme Court observed in Copthorne Holdings Ltd. v. 


R.,146 section 84(3) allows for a payment to shareholders on a redemption of shares by the 
corporation up to the amount of the paid-up capital in respect of the shares without liability 


for tax in recognition of the fact that the initial investment is made with tax-paid funds.142 


Unlike section 84(1), under which a deemed dividend will arise for all shareholders of the 
relevant class of shares, a dividend under section 84(3) is deemed to be paid on a separate 


class of shares consisting of the redeemed shares.148 Section 84(3) does not apply to an 
appropriation of property by a shareholder on the winding-up, discontinuance, or 
reorganization of a corporation's business to which the deemed dividend rule in section 
84(2) applies.442 It also does not apply, pursuant to section 84(6), where section 84(1) 
applies or to a repurchase of the shares in the open market in the manner in which shares 
would ordinarily be purchased by any member of the public in the open market. 


In McClarty Family Trust v. R.,42° the Court considered the scope of the words "in any 
manner whatever" in section 84(3). In McClarty, a corporation (MPSI) paid a stock dividend 
to a trust consisting of preferred shares of MPSI. The preferred shares were then sold by the 
trust to its trustee for a note, and by the trustee to another corporation (101 SK) for a note. 
The preferred shares were subsequently redeemed for cash. 101 SK used the cash to satisfy 
the amount owing to the trustee, and the trustee in turn used the cash to satisfy the amount 
owing to the trust. The minister reassessed the trust, arguing that, notwithstanding that it 
did not hold the MPSI preferred shares when they were redeemed, it received a dividend on 
the redemption of the shares under section 84(3).421 The basis for this position was the 
proposition that the inclusion of the words "in any manner whatever" in section 84(3) should 
allow the minister to look through the transaction steps to the initial owner of the shares.152 
The Court disagreed, holding that the words "in any manner whatever" in section 84(3) 
invite an analysis of how the shares were actually redeemed, but not an analysis of how the 
person who holds the redeemed shares came to be in possession of the shares. 


Where shares are redeemed but an amount remains unpaid as an obligation of the 
corporation, the amount of the obligation will be included for purposes of determining the 
amount of the deemed dividend under section 84(3).4523 CRA has indicated that, in the 
context of preferred shares issued in consideration for common shares as part of an estate 


freeze, an amount paid by the corporation under a price adjustment clause that is triggered 
after the redemption of the shares will be treated as a deemed dividend under section 84(3) 
in the year in which the additional payment is received.12* However, where the corporation 
and the shareholder do not deal at arm's length and section 69(1)(b) applies to deem the 
shareholder to have received additional proceeds of disposition, the additional amount is not 
deemed to be paid for purposes of section 84(3), and so will not give rise to a dividend 
(though it may give rise to a capital gain).152 


At a 2016 CRA Roundtable,42& CRA considered a number of questions concerning the 
treatment of US dollar denominated preferred shares under section 84(3), where the issuer 
of the shares had elected under section 261 for its functional currency to be US dollars. For 
each of the scenarios considered, the shares were issued for US$100,000 at a time when the 
Canadian and US dollars were at par, and redeemed at a time when the exchange rate was 
US$1.00=C$1.25. CRA expressed the view that, if the shareholder was a US corporation, the 
dividend would be computed in Canadian dollars for Part XIII purposes, resulting in 
withholding tax on a C$25,000 deemed dividend. If, instead, the shareholder was a Canadian 
corporation that also reported in US dollars throughout the period in which the shares were 
outstanding, no deemed dividend would arise for the shareholder for Part IV tax purposes, or 
otherwise. In either case, for purposes of the issuer's Canadian tax results, the deemed 
dividend would be computed in US dollars; thus, no Part VI.1 tax would arise, assuming that 
the issuer's functional currency was US dollars throughout the period in which the shares 
were outstanding. 


A redemption or cancellation of shares results in the disposition of those shares by the 
holder, which is treated under section 84(9) as a disposition to the purchasing corporation. 
To avoid double taxation, the amount of any dividend that is deemed to be received by a 
shareholder under section 84(3) is subtracted from the shareholder's proceeds of disposition 
for the purposes of computing any capital gain.42°2 If the shareholder's adjusted cost base in 
the shares is greater than the paid-up capital of the shares, this reduction of the proceeds of 
disposition will result in the realization of a capital loss by the shareholder, subject to the 
loss suspension rule in section 40(3.6) where the shareholder and the corporation are 


affiliated.458 


Where the shareholder is a corporation and is entitled to a deduction under section 112 in 
respect of the dividend, and one of the results of the dividend is to reduce a capital gain in 
respect of a share, section 55(2) may apply to deem the dividend to be a capital gain to the 
shareholder.t22 For section 84(3) dividends, section 55(2) does not require that the 
"purpose" of the dividend be the reduction of a capital gain, only that the dividend "results" 
in such a reduction. This will always be the case where a deemed dividend arises on a 
redemption for an amount that exceeds the holder's adjusted cost base of the shares, since 
the "proceeds of disposition" for the shares, and so the capital gain, will be reduced by the 
amount of the dividend. Where the adjusted cost base is equal to or exceeds the redemption 


amount, section 55(2) would not apply, notwithstanding the reduction of the proceeds of 


disposition, since no capital gain would otherwise arise.160 


Where a corporation issues new shares in consideration for the redemption, acquisition, or 
cancellation of other shares of the corporation, the value of the new shares for purposes of 


determining the amount of any deemed dividend under section 84(3) is deemed by section 
84(5) to be the increase in the paid-up capital of the class by virtue of the issuance of the 
new shares. Where the cancellation occurs on a transfer or exchange to which section 51, 
85, or 86 applies, the paid-up capital of the new shares will generally be limited under the 
relevant provisions in these sections so as to avoid a deemed dividend under section 


84(3).26L 


For purposes of determining whether the corporation and the shareholder are "connected" 
under section 186(4), and so whether Part IV tax applies in respect of the deemed dividend, 
the shareholder will be considered to hold the redeemed shares at the time of the payment 


of the dividend.182 


Where the shares are inventory, CRA takes the view that section 84(3) takes precedence 
over section 9(1), so that the amount by which the redemption amount exceeds the paid-up 
capital would be included in the shareholder's business income as a dividend and an amount 
would be included under section 9(1) only to the extent that the paid-up capital exceeds the 


shareholder's adjusted cost base.182 A corporate shareholder, therefore, will be entitled to 
deduct the amount of the deemed dividend under section 112(1), subject of course to the 
application of the deduction denial rules in sections 112(2.1) to (2.4) and section 55(2). 
Similarly, where the shares are mark-to-market property, section 84(3) will take precedence 


over section 142.5(1), and section 248(28) will apply to eliminate double taxation.+64 


FOOTNOTES 


145The dividend will also be deemed by section 84(7) to have become "payable." This is relevant 
for the capital dividend rules in s. 83 and the eligible dividend rules in s. 89. 


146 Copthorne Holdings Ltd. v. R., 2011 CarswellNat 5201, 2011 CarswellNat 5202, [2012] 2 C.T.C. 


29, 2012 D.T.C. 5006 (Fr.), 2012 D.T.C. 5007 (Eng.) (S.C.C.). 
147 this principle can obviously be applied to ss. 84(1), (2) and (4), mutatis mutandis. 


148 This additional deeming rule will not cause shares to not be prescribed shares for purposes of 
s. (f) of the "term preferred share" definition in s. 248(1), as set out in s. 6201(2) of the 
Regulations. See Technical Interpretation, CRA Document 2000-0039035, dated January 9, 
2001. Similarly, the redeemed shares will not be considered to be a separate class for purposes 
of the stop-loss rule in s. 112(3) in determining whether the exception in s. 112(3.01) applies. 
See Technical Interpretation, CRA Document 2005-0112921E5, dated April 27, 2005. 


1a2 see §9.3.2 for a discussion of deemed dividends arising on a winding-up. 


150 vicClarty Family Trust v. R., 2012 CarswellNat 819, 2012 CarswellNat 2058, [2012] 4 C.T.C. 


2001, 2012 D.T.C. 1123 (Eng.) (T-C.C. [General Procedure]). 


15lthe minister also reassessed under GAAR. 


152The minister looked to jurisprudence concerning s. 84(2) in support of its position, which held 
that the word "in any manner whatever" in that provision cover a “large variety of ways in 
which corporate funds can end up in a shareholder's hands" (RMM Canadian Enterprises Inc. 
v_R., 1997 CarswellNat 400, [1998] 1 C.T.C. 2300, 97 D.T.C. 302 (T.C.C.) at para. 22, additional 
reasons 1997 CarswellNat 734, [1997] 3 C.T.C. 2103, 97 D.T.C. 420 (T.C.C.)). As the Court 
pointed out in McClarty, however, s. 84(2) looks to circumstances in which to property has 
been "distributed or otherwise appropriated in any manner whatever to or for the benefit of 
the shareholder": i.e., it looks to how the funds found their way into the shareholder's hands. 
Section 84(3), by contrast, is aimed at circumstances where a corporation has "redeemed, 
acquired or cancelled in any manner whatever" its shares. 


153 Cabezuelo v._ Minister of National Revenue, 1983 CarswellNat 353, [1983] C.T.C. 2775, 83 
D.T.C. 679 (T.C.C.) and Belair v. Minister of National Revenue, 1989 CarswellNat 346, [1989] 2 
C.T.C. 2186, 89 D.T.C. 429 (T.C.C.). See also Technical Interpretation, CRA Document 2005- 
0145891E5, dated October 28, 2005. 


154 Technical Interpretation, CRA Document 2013-0507881E5, dated October 29, 2013 and 


Technical Interpretation, CRA Document 2011-0422191E5, dated November 21, 2011. 


155-Technical Interpretation, CRA Document 2012-045082117, dated July 3, 2012, Technical 
Interpretation, CRA Document 2004-0091781I7, dated December 31, 2004, Round Table on 
Federal Income Tax, 2004 APFF Conference, CRA Document 2004-0086821C6, dated October 
8, 2004 and Technical Interpretation, CRA Document 2003-0049105, dated December 30, 
2003. 


156 ay the 2016 IFA Conference Q. 3, CRA Document 2016-0642111C6, dated May 26, 2016. 
157 Section (j) of the definition of "proceeds of disposition" in s. 54. 
158 See §2.6.1(d) for a discussion of s. 40(3.6). 


159py virtue of s. 55(2.1)(b)(i). See chapter 8 for a discussion of s. 55(2). 


160 section 55(2.1)(b)(ii), which refers to a dividend one of the purposes of which is to effective a 
significant reduction in the fair market value of any share, or a significant increase in the cost 
of property of the dividend recipient, does not apply to deemed dividends under s. 84(3). 


161 se¢ §§ 4.3.4, 3.8, 4.1.6, and 4.1.7. 
162 tterpretation Bulletin IT-269R, paragraph 17, dated April 24, 2006. 


163 Technical Interpretation, CRA Document 9408775, dated April 25, 1994 and Head Office 
Memo, CRA Document 74486, dated January 15, 1990. See also Technical Interpretation, CRA 
Document 9631867, dated June 6, 1997. 


164 Technical Interpretation, CRA Document 1999-0007005, dated April 11, 2001 and Technical 
Interpretation, CRA Document 9803947, dated October 26, 1998. This appears to replace 
CRA's previous position in ibid., CRA Document 9631867. 
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4.10.1 Private Corporations: Section 84(4) 


Subject to certain exceptions, where a corporation resident in Canada pays an amount on 
the reduction of the stated capital of a class of its shares, the corporation is deemed under 
section 84(4) to have paid a dividend, and the shareholders of that class are deemed to have 
received a dividend, on shares of that class equal to the amount by which the amount so paid 
exceeds the amount of the paid-up capital reduction. Accordingly, as long as the corporation 
does not pay to shareholders an amount in excess of the amount of the reduction in the paid- 
up capital, no deemed dividend will arise under section 84(4),165 Section 84(4) does not 
apply to a reduction of paid-up capital arising on a redemption, acquisition, or cancellation 
of shares (where section 84(3) will generally apply), a distribution of property on the 
winding-up, discontinuance or reorganization of the business of the corporation to which 
section 84(2) applies or where the corporation is a public corporation and the reduction 
occurs by way of a transaction described in section 84(4.1). 


The amount received on the reduction of paid-up capital (to the extent it is not a deemed 
dividend under section 84(4)) reduces the shareholder's adjusted cost base of the shares 
under section 53(2)(a)(ii). As long as the reduction in paid-up capital does not exceed the 
adjusted cost base of the shares, no immediate capital gain will arise. If the amount paid on 
the reduction exceeds the adjusted cost base of the shares, the amount of the excess will be 
deemed by section 40(3) to be a gain of the shareholder from a disposition of the share,166 
Where the amount paid by a corporation on a reduction of capital includes shares of the 
corporation, the value of the shares for purposes of determining the amount paid by the 
corporation on the reduction is deemed by section 84(5) to be the increase in the paid-up 
capital of the class by virtue of the issuance of the new shares. Therefore, where shares are 
issued by the corporation upon a reduction of its paid-up capital, no deemed dividend will 
result under section 84(4) as long as the paid-up capital of the new shares (together with any 
other amount paid on the reduction) does not exceed the reduction in the paid-up capital of 
the old shares. 


FOOTNOTES 


165 se Collins & Aikman Products Co. v. R., 2009 CarswellNat 1510, 2009 CarswellNat 6474, 


2009 D.T.C. 1179 (Eng.) (T.-C.C. [General Procedure]), affirmed 2010 CarswellNat 3613, 2010 
CarswellNat 4574, [2011] 1 C.T.C. 250, 2010 D.T.C. 5164 (Eng.) (F.C.A.), for a textual, 
contextual and purposive consideration of s. 84(4). 


166 section 40(3) was amended, effective for gains from dispositions that occur on or after 
September 16, 2016, so as to expand the scope of s. 40(3) to deem there to be a disposition by 
the shareholder for purposes of s. 116(6) and s. 2(3). Absent this amendment, it is not clear 
that a non-resident would be taxable in Canada solely by virtue of a gain arising under s. 40(3) 
with respect to shares that constituted taxable Canadian property, since there would be no 
disposition for purposes of s. 2(3)(c). 
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4.10.2 Public Corporations: Section 84(4.1) 


Where the corporation is a "public corporation,"1&2 section 84(4.1) applies, subject to 
certain exceptions, to deem any amount paid on a reduction of paid-up capital to be a 
dividend. The consequences of a paid-up capital reduction by a public corporation therefore 
differ significantly from the consequences of a reduction by a private corporation, since in 
the case of a public corporation (except where one of the exceptions applies) the paid-up 
capital of the corporation is irrelevant. Where a reduction of paid-up capital gives rise to a 
deemed dividend under section 84(4.1), no amount is subtracted from the shareholder's 
adjusted cost base of the shares under section 53(2)(a)(ii). 


Section 84(4.1) does not apply to a reduction of paid-up capital arising on a redemption, 
acquisition, or cancellation of shares (where section 84(3) will generally apply), a 
distribution of property on the winding-up, discontinuance, or reorganization of the business 
of the corporation to which section 84(2) applies or on a reorganization of capital to which 


section 86 applies.+68 


For purposes of the exception for section 84(2) transactions, a "winding-up" or 
"discontinuance" of a business occurs where all of the assets of a business are disposed 


of.482 What constitutes a "reorganization" of a business is less clear. In Kennedy v. Minister 


of National Revenue,1Z2 the Federal Court of Appeal held that a corporation did not 


reorganize its business when it sold real property used in its automobile dealership and 
leased the property from the purchaser, but noted that a reorganization of a business will 
arise where the persons carrying on the business in one form continue to do so in another 
form. While Kennedy provides a potentially useful definition, the subsequent jurisprudence 
has yet to produce a positive example of its application. In Geransky v. R.A“ the Tax Court 
considered a situation where a corporation that carried on a concrete construction and 
manufacturing business transferred its cement plant to its shareholder, which ultimately 
transferred the plant to a third party purchaser with whom the corporation entered into a 
supply agreement. The Court held that the transfer and sale did not constitute a 
reorganization of the corporation's business. Similarly, in McMullen v. R.1/2 the Tax Court 
held that the sale of a branch of a heating and air-conditioning business did not constitute a 
reorganization of the business. A share exchange was held by the Court in Tremblay c. R42 
not to come within section 84(2), in part because the transaction did not constitute a 
reorganization of the business of an underlying corporation. As a result of the uncertainty 
around what constitutes a "reorganization" for these purposes, advance income tax rulings 


have become conventional in circumstances where a taxpayer seeks to rely on the 


"reorganization" exemption. CRA has indicated that it may apply the general anti- 


avoidance rule where a reorganization is undertaken under section 86 in order to take 
advantage of the exception in section 84(4.1).42 


Section 84(4.1) also permits a reduction of paid-up capital in connection with an 
extraordinary transaction, where: 


(1) the amount may reasonably be considered to "derive" from proceeds of 
disposition realized by the corporation or a person or partnership in which the 
corporation has a direct or indirect interest at the time the proceeds were realized; 


(2) the realization transaction occurred outside the ordinary course of business of 
the vendor; 


(3) the payment occurs within 24 months of the realization transaction; and 


(4) no amount that may reasonably be considered to derive from those proceeds was 
paid by the corporation on a previous reduction of paid-up capital.12& 

Although the Department of Finance Technical Notes to section 84(4.1) appear to indicate 
that the distribution must be traceable to the proceeds of disposition, the jurisprudence 
relating to the word "derived" suggests that a broader exemption may be provided. In 


Minister of National Revenue v. Hollinger North Shore Exploration Co.AZ the Supreme 
Court of Canada indicated that the term in the phrase "income derived from the operation of 
a mine" in old section 83(5) of the Act is broader than "received" and is equivalent to the 
terms "arising or accruing." In that case, the Court held that not only income from the sale of 
ore was "derived" from the operation of the mine, but also royalty income received from 


another company under a licence to remove ore from the mine.tZ® This suggests that 
property or funds that find their source in, but are not necessarily directly traceable to, the 
proceeds of disposition may fit within the extraordinary transaction exception in section 
84(4.1). 


FOOTNOTES 


167 Defined in s. 89(1). A public corporation includes a Canadian resident corporation shares of 
which are listed on a "designated stock exchange" (as designated by the minister under s. 
262), but also a corporation shares of which were at any time after June 18, 1971 listed ona 
designated stock exchange and that has not elected to cease to be, or designated by the 
minister not to be, a public corporation. In other words, the fact that shares of a corporation 
are not listed does not necessarily mean that the corporation is not a public corporation. A list 
of designated stock exchanges can be found on the Department of Finance website: 
http://www.fin.gc.ca/act/fim-imf/dse-bvd-eng.asp. 


168566 §4.1.3 for a discussion of s. 86 and reorganization of capital. 


169 cmythe v. Minister of National Revenue, 1969 CarswellNat 314, 1969 CarswellNat 351, [1969] 


C.T.C. 558, 69 D.T.C. 5361 (S.C.C.). The distribution must also coincide with the winding-up 
(Descarries c. R., 2014 CarswellNat 584, 2014 CarswellNat 1934, (sub nom. Descarries v. R.) 
2014 D.T.C. 1143 (Eng.), 2014 D.T.C. 1081 (Fr.) (T-C.C. [Informal Procedure]) at para. 29), 
though the manner in which the distributed property finds its way into the hands of the 
shareholder may be indirect. On this latter point, see MacDonald v. R., 2013 CarswellNat 
2454, 2013 CarswellNat 1225, [2013] 4 C.T.C. 251, (sub nom. R. v. MacDonald) 2013 D.T.C. 
9091 (Eng.) (F.C.A.), and the discussion in supra note 152 . 


170 Kennedy v, Minister of National Revenue, 1973 CarswellNat 169, 1973 CarswellNat 344, 


[1973] C.T.C. 437, 73 D.T.C. 5359 (Fed. C.A.). 


171 Geransky v. R., 2001 CarswellNat 4666, 2001 CarswellNat 272, [2001] 2 C.TC. 2147, 2001 


D.T.C. 243 (T.C.C. [General Procedure]). 


172 McMullen v. R., 2007 CarswellNat 5923, 2007 CarswellNat 125, [2007] 2 C.T.C. 2463, 2007 
D.T.C. 286 (Eng.) (T.C.C. [General Procedure]). 


173 Trembla c. R., 2009 CarswellNat 8, 2009 CarswellNat 1321, [2009] 4 C.T.C. 2127, (sub nom. 
Tremblay v. R.) 2009 D.T.C. 1043 (Fr.), 2009 D.T.C. 1204 (Eng.) (T:C.C. [General Procedure]), 
affirmed 2010 CarswellNat 3126, 2010 CarswellNat 1327, [2010] 6 C.T.C. 262, (sub nom. R. v. 
Vaillancourt-Tremblay) 2010 D.T.C. 5079 (Eng.) (F.C.A.). See also Round Table on Federal 
Taxation, 2007 APFF Conference, CRA Document 2007-0243221C6, dated October 5, 2007 for 
CRA's comments on the meaning of "reorganization" in s. 84(2). 


174 For a favourable ruling on a transaction as a "reorganization" of a business, see Advance 
Income Tax Ruling, CRA Document 2008-0289331R3, dated January 1, 2008. The exemption is 
often applied in spinout transactions. See, for example, Advance Income Tax Ruling, CRA 
Document 2006-0210741R3, dated January 1, 2006, and Advance Income Tax Ruling, CRA 
Document 2006-0184821R3, dated January 1, 2006. 


175 advance Income Tax Ruling, CRA Document 2006-0177341R3, dated February 14, 2007. 


176 This rule requiring that there only be one reduction of capital, as well as the 24-month rule, 
does not apply to distributions made after 1996 and before February 27, 2004. 


177 vinister of National Revenue v. Hollinger North Shore Exploration Co., 1963 CarswellNat 332, 


[19631 T.C. 51, 63 DTC. 1031 (S.C.C.). 


178See also Garcia v. R., 2007 CarswellNat 3129, 2007 CarswellNat 3949, [2008] 1 C.T.C. 2215, 


2007 _D.T.C. 1593 (Eng.) (T.C.C. [Informal Procedure]), where the Court, upon a review of 
Hollinger North Shore, understands the term "derived" for purposes of the Canada-U.S. Treaty 
to mean "having its source." 
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4.10.3 Preferred Shares: Sections 84(4.2) and (4.3) 


Like section 84(4.1), sections 84(4.2), and (4.3) provide for a deemed dividend on a return of 
paid-up capital. Section 84(4.2) applies where a corporation has reduced its paid-up capital 
in respect of a "term preferred share,"122 other than on a redemption, acquisition or 
cancellation of the share or on a transaction to which section 84(2) or (4.1) applies. Section 
84(4.2) applies only where the holder of the share is a "specified financial institution"122 or a 
partnership or trust of which a specified financial institution, or a person related thereto, 
was a member or beneficiary. Section 84(4.2) does not apply in respect of a share that was 
not acquired in the ordinary course of business of the shareholder.184 


Section 84(4.3) is similar in effect to section 84(4.2), but applies to a share to which section 


112(2.2)482 or 112(2.4)183 would apply to deny a deduction under section 112(1) or (2) or 
138(6) of a dividend received on the share. Section 84(4.3) applies where the paid-up capital 
of such a share is reduced otherwise than by way of a redemption, acquisition, or 
cancellation of the share or a transaction to which section 84(2) or (4.1) applies. 


Where section 84(4.2) or 84(4.3) applies, the amount received by the shareholder on the 
reduction of the paid-up capital (rather than only that part of the amount that exceeds its 
paid-up capital) is treated as a dividend received on the share. 


FOOTNOTES 


179 The definition of "term preferred share" in s. 248(1) is particularly involved. Very generally the 
definition includes, inter alia and subject to numerous exceptions, retractable preferred 
shares, shares guaranteed by the issuer or a non-arm's length person or shares held by a 
financial institution that controls the issuer. 


180 1S necified financial institution" is defined in s. 248(1) and generally includes a bank, a credit 


union, an insurance corporation, a corporation the principal business of which is lending to or 
acquiring debt of arm's length persons (other than certain factoring businesses) or a person 
related to any of the above. It is worth noting that, since every person related to a bank, etc., is 
a specified financial institution, a single entity (such as a captive insurer) can taint an entire 


corporate group. 


181 kor CRA's views on the meaning of the phrase “in the ordinary course of business," see 
Technical Interpretation, CRA Document 2001-0079985, dated November 13, 2001, Technical 
Interpretation, CRA Document 9608455, dated March 28, 1996 (dealing specifically with s. 
84(4.2)) and Technical Interpretation, CRA Document 9025907, dated December 20, 1990. 


182 Generally, shares that are guaranteed by a person, other than the issuer, that is a specified 
financial institution or a person or partnership that does not deal at arm's length with a 
specified financial institution. 


183 Generally referred to as "collateralized preferred shares," shares subject to this provision 
generally have a security component, whereby the shareholder is in some way secured against 
loss in respect of the shares, or a payment component, whereby the shareholder is required to 
make payments to the issuer that are includable in the income of the issuer. 


2019 Thomson Reuters Canada Limited 
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4.11 Section 86.1: Foreign Spin-offs 


Section 86.1 allows a taxpayer to elect to receive a distribution of shares from a foreign 
corporation tax-free in certain limited circumstances. In the absence of section 86.1, sucha 
distribution would generally be taxable to the taxpayer under section 90 as a dividend from a 
foreign corporation. Under section 86.1(1)(a), where the distribution qualifies as an "eligible 
distribution," no amount is included in the taxpayer's income under Part I of the Act. Section 
86.1(1)(b) provides that the rules for determining the cost of property received as a 
dividend-in-kind in section 52(2) do not apply to an eligible distribution, since the cost will 
be determined instead under section 86.1(3). 


Eligible distributions are defined in section 86.1(2).484 Sections 86.1(2)(a) and (b) provide 
that the distribution must be in respect of all of the taxpayer's common shares of the 
distributing corporation and must consist solely of common shares of another corporation 
that were owned by the distributing corporation immediately before the distribution.18° 
Notwithstanding the prohibition in section 86.1(2)(b) against a distribution of property other 
than common shares, CRA has indicated that where the spin-off shares have an attached 
"poison pill" shareholder rights plan, such rights generally will not render section 86.1 
inapplicable provided that the rights are exercisable on the occurrence of a well-defined 
event, the plan was not established to obtain a tax benefit and the rights do not have any 
significant independent value.t8& Where the spin-off shares are transferred to an exchange 
agent in anticipation of a subsequent transaction involving the shares, the requirement in 
section 86.1(1)(b) will be met provided that the beneficial interest in the shares is 
transferred to the shareholders.42&2 


Separate criteria apply for spin-offs by U.S. companies and by non-U.S. companies. In the 
case of a U.S. spin-off, section 86.1(2)(c) provides that: (i) both the distributing corporation 
and the spin-off corporation must be resident in the United States and must never have been 
resident in Canada; (ii) the class of shares of the distributing corporation on which the 
distribution is made are widely held and either actively traded on a designated stock 


exchange!88 in the United States or registered (and required to be registered) with the 


Securities and Exchange Commission under the U.S. Securities Exchange Act of 1934; and 
(iii) United States resident shareholders are not taxable on the distribution under the U.S. 
Internal Revenue Code. In the case of a non-U.S. spin-off, section 86.1(2)(d) provides that: (i) 
both the distributing corporation and the spin-off corporation must be resident in the same 
country, other than the United States, with which Canada has entered into a tax treaty and 
must never have been resident in Canada;482 (ii) the class of shares of the distributing 
corporation on which the distribution is made is widely held and actively traded on a 
designated stock exchange; (iii) under the laws of the country in which the corporations are 


resident, shareholders resident in that country are not taxable on the distribution; and (iv) 
the distribution is a prescribed distribution. Non-U.S. spin-offs must be prescribed in section 
5600 of the Regulations, but have also been addressed in Department of Finance comfort 
letters. Where a foreign spin-off occurs other than as a distribution of shares of a subsidiary, 
section 86.1 cannot apply, though the transaction may be non-taxable in Canada for other 
reasons.199 

CRA has indicated, in the context of U.S. spin-offs, that only a ruling from the Internal 
Revenue Service ("IRS") will be sufficient in order to satisfy the non-recognition condition. 
Where a ruling is not available, but a legal opinion is provided, CRA will request the IRS, in 
its capacity as U.S. Competent Authority, to confirm that the distribution is not a taxable 
transaction in the United States. If such confirmation is not obtained, CRA has indicated that 


the distribution will not qualify as an eligible distribution.t2! If the non-recognition 
condition in section 86.1(2)(c)(iii) or (d)(iii) is not, or ceases to be, satisfied, CRA is entitled 
to reassess a distribution outside of the normal reassessment period under section 86.1(5). 


Section 86.1(2) also imposes certain reporting and election requirements. Section 86.1(2)(e) 
requires the distributing corporation to provide to the minister before the end of the sixth 
month following the distribution information supporting the eligibility of the distribution 
under section 86.1(1). The corporation must provide information that establishes: (i) that the 
spin-off shares were widely held and actively traded on a designated stock exchange or (for 
U.S. corporations) registered and required to be registered with the Securities and 
Exchange Commission; (ii) that the corporations were never resident in Canada; (iii) the 
date of the distribution; (iv) the type and fair market value of the distributed property; (v) 
the name and address of each Canadian resident recipient; and (vi) that the distribution is 
not taxable under the laws of the United States or other foreign country. CRA has indicated 
that the shareholder cannot provide this information on behalf of the corporation.122 

Section 86.1(2)(f) provides that the taxpayer must elect in the taxpayer's return for the year 
of the distribution to have section 86.1 apply and provide details of the distribution, 
including the number, cost amount, and fair market value of the shares on which the 
distribution was made immediately prior to the distribution as well as the number and fair 
market value of such shares and the spin-off shares immediately after the distribution. There 
is no prescribed form of election. A section 86.1(2)(f) election is a prescribed election for 
purposes of section 220(3.2), so that CRA may accept a late-filed election under this 

193 


provision. 
The taxpayer's cost of the shares on which the distribution is made is allocated under section 
86.1(3) between these shares and the spin-off shares based on the fair market value of the 


relevant shares.124 For example, assume a taxpayer holds 100 common shares of a foreign 
corporation ("Forco"), which distributes one common share of a subsidiary corporation 
("Spinco") for each of its common shares. The taxpayer's adjusted cost base of the Forco 
shares was $200 prior to the distribution and the fair market value of the shares was $700 
immediately after the distribution. The fair market value of the Spinco shares immediately 
after the distribution was $300. Section 86.1(3) would allocate 70% of the adjusted cost base 
to the Forco shares, resulting in a cost of $140, and 30% to the Spinco shares, for a cost of 


$60,295 


Where a spin-off share is inventory of the taxpayer, section 86.1(4)(a) provides that the 
distribution is deemed not to be an acquisition of property in the fiscal period of the 
distribution for purposes of calculating the value of the taxpayer's inventory. This provision 
is intended to exclude the cost of the spinoff share from the taxpayer's cost of inventory 
acquired in the year, since the cost of that share will generally be reflected in the cost of the 
original share. Section 86.1(4)(b) provides, for greater certainty, that the value of the spin- 
off share is to be included in computing the value of the inventory at the end of the period. 


FOOTNOTES 


1840RA publishes a list of eligible distributions, organized by year, on its website at 
http://www.cra-arc.gc.ca/tx/bsnss/tpcs/spnffs-eng.html along with other general information 
about s. 86.1. The list is not comprehensive, since it includes only eligible distributions where 
the corporation has agreed to publication. 


185Common share" is defined for purposes of the Act in s. 248(1) as a share the holder of which 


is not precluded on a reduction of capital or a redemption from participating in the assets of 
the corporation beyond the amount paid up on the share plus a fixed premium and a defined 
rate of dividend. 


1861 ncome Tax Technical News No. 28, dated April 24, 2003. This would appear to replace CRA's 
earlier contrary position in Technical Interpretation, CRA Document 2002-0168455, dated 
November 25, 2002, 2002 IFA Seminar, Q. 2, CRA Document 2002-0135575, dated May 13, 
2002 and Technical Interpretation, CRA Document 2002-0122665, dated June 5, 2002. 


187S¢e Technical Interpretation, CRA Document 2007-022522117, dated April 2, 2007, where CRA 
considers this issue in the context of s. 86.1(2)(c). 


188, list of designated stock exchanges can be found on the Department of Finance website: 
http://www.fin.gc.ca/act/fim-imf/dse-bvd-eng.asp. 


189CRA has refused to extend the application of s. 86.1 to spin-offs in respect of corporations 
resident in non-treaty countries. See, for example, Technical Interpretation, CRA Document 
2009-0326271E5, dated August 19, 2009, Technical Interpretation, CRA Document 2008- 
0285911E5, dated January 29, 2009 and Technical Interpretation, CRA Document 2007- 
0259051E5, dated January 11, 2008. 


190 ce¢, for example, Morasse v. R., 2004 CarswellNat 7110, 2004 CarswellNat 749, [2004] 2 


C.T.C. 3085, 2004 D.T.C. 2435 (T.C.C. [Informal Procedure]), where the Court held that an 
escisi6n of a Mexican company (whereby an existing company is divided, creating a new 
company to which specified assets and liabilities are allocated) was not a disposition of 
property, a dividend-in-kind, a stock dividend, a shareholder benefit, or any form of income 
distribution and so did not give rise to Canadian tax. A proposed amendment to s. 15(1.4)(e) 
(included in the September 16, 2016 legislative proposals, an applicable in respect of divisions 
of non-resident corporations that occur after October 23, 2012) is intended to set out the tax 
consequences of a Mexican escision. 


191 CRA Document 2002-0135575, supra note 186. 


192- Technical Interpretation, CRA Document 2001-0093255, dated October 5, 2001. See also Allen 


v_ R., 2006 CarswellNat 3538, 2006 CarswellNat 6316, [2007] 1 C.T.-C. 2441, 2006 D.T.C. 48 
(Eng.) (T.C.C. [Informal Procedure]), where the Court refuses to apply s. 86.1 in part on the 
basis that the company did not provide the required information to CRA. 


193 section 600(c) of the Regulations. 


194 The reference to a "spin-off share" in the formula in s. 86.1(3)(a) should be interpreted to mean 
a fraction of a share, where relevant, so that the distribution ratio (where it is not 1:1) is taken 
into account in determining the adjusted cost base of the shares. See Technical Interpretation, 
CRA Document 2002-0134537, dated June 7, 2002. 


195 See Technical Interpretation, CRA Document 2001-0074405, dated April 10, 2001 for a simple 
numerical example. A more detailed example can be found on CRA's website at http://www.cra- 
arc.gc.ca/tx/bsnss/tpcs/cdnshrhldrs-eng.html, along with other general information about s. 
86.1. 


2019 Thomson Reuters Canada Limited 
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5.1 Section 84.1 


Where a Canadian resident taxpayer, other than a corporation, disposes of capital property 
consisting of shares of a corporation resident in Canada to another corporation, section 
84.1(1) may apply to reduce the paid-up capital of any shares received as consideration on 
the transfer and, where non-share consideration is received, may apply to deem the taxpayer 
to receive a dividend on the transfer. A parallel rule in section 212.1 dealing with non- 
resident transferors is discussed below at §5.2. 


The main purpose of section 84.1 is to prevent an individual from extracting corporate 
surplus as part of a tax-exempt capital gain or a tax-free repayment of capital in the context 
of a non-arm's length transaction.t The paid-up capital grind in section 84.1(1)(a) and the 
deemed dividend in section 84.1(1)(b) are supplemented in this regard by the "arm's length 
adjusted cost base" rules in sections 84.1(2)(a) and (a.1), which attempt to winnow out any 
prior tax-free increases to the taxpayer's adjusted cost base in the transferred shares arising 
on non-arm's length transfers. 


Section 84.1(1) applies in the following circumstances: 


(1) a taxpayer, other than a corporation, disposes of shares of a Canadian resident 
corporation2 to another corporation;2 


(2) the shares are capital property to the taxpayer; 


(3) the taxpayer does not deal at arm's length4 with the purchaser corporation at the 
time of the disposition; and 


(4) the purchaser corporation is "connected with" (within the meaning of section 
186(4), as modified for purposes of section 84.1) the other corporation immediately 
after the disposition of the shares. 


Section 84.1 may apply regardless of whether the transfer takes place on a rollover basis, 
whether the purchaser corporation issues shares as consideration for the transfer or 
whether the transferor is a shareholder of the purchaser corporation. 


FOOTNOTES 


IR 


See Desmarais c. R., 2006 CarswellNat 745, 2006 CarswellNat 392, [2006] 3 C.T.C. 2304, (sub 
nom. Desmarais v. R.) 2006 D.T.C. 2376 (Eng.) (T.C.C. [General Procedure]), which contains an 
extended discussion of the purpose of s. 84.1 in the context of the general anti-avoidance rule in 
s. 245. 


INV 


In the case of transferred property consisting of an interest in a partnership that holds shares of 
a corporation, CRA has indicated that s. 84.1 will not apply unless the partnership can be shown 
not to be a valid partnership, though it may seek to apply the general anti-avoidance rule in the 
appropriate circumstances. See Technical Interpretation, CRA Document 2003-0037425, dated 
January 9, 2004 and CRA Document 2012-0443421E5, dated July 3, 2012. 


3 Section 84.1 will not apply on a disposition of shares to the issuing corporation. Technical 
Interpretation, CRA Document 58843, dated November 3, 1989. 


4 As expanded by s. 84.1(2). See §5.1.2 below. 
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5.1.1 Relevant Transferors and Transferees 


Since section 84.1 does not apply to corporate transferors, it will generally be limited to 
individuals and trusts. CRA takes the view that a partnership constitutes a taxpayer for 
purposes of section 84.1, on the basis that it is deemed to be a person under section 96(1) for 
purposes of computing income at the partnership level, so that section 84.1 may also apply 
in respect of a transfer by a partnership of shares of a Canadian corporation.2 

Where the transferee is a partnership, CRA may look through the transferee partnership to 
its partners for purposes of section 84.1, since in this case section 84.1 is not relevant to the 
computation of income at the partnership level. Thus, where a non-corporate taxpayer 
transfers shares of a Canadian corporation to a partnership with corporate partners, CRA 


has indicated that it may seek to apply section 84.1 to the transfer.& 


CRA has indicated that it may also look through certain indirect transfers to corporations, 
either to apply section 84.1 or the general anti-avoidance rule. For example, a transfer of 
shares by an individual to another individual who subsequently transfers the shares to that 
individual's wholly-owned corporation may be considered to be a direct transfer of the first 
transferor's beneficial interest in the shares to the corporation for purposes of section 84.1 


or an avoidance transaction under section 245.2 


FOOTNOTES 


Jon 


Technical Interpretation, CRA Document 9801695, dated November 4, 1998. See also Technical 
Interpretation, CRA Document 2004-0103061E5, dated December 7, 2004. This is generally 
consistent with CRA's position on partnerships and ss. 51 and 86. See §§4.1 and 4.4. 


ID 


Technical Interpretation, CRA Document 9637025, dated December 8, 1997. CRA bases this 
view on the reasoning in Norco Development Ltd. v. R., 1985 CarswellNat 178, [1985] 1 C.T.C. 
130, 85 D.T.C. 5213 (Fed. T.D.), in which the Court looked through a partnership in applying s. 
129(6) to its corporate partners. 


IN 


Technical Interpretation, CRA Document 2003-0035435, dated November 14, 2003, though see 


Technical Interpretation, CRA Document 9829745, dated November 26, 1998, in which CRA 
appears to take a more liberal view of this transaction. See CRA Round Table, 1994 APFF 


Conference, CRA Document 9522720, dated September 5, 1995, which concerns a similar 
transaction involving a trust. 
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5.1.2 Non-Arm's Length 


The concept of non-arm's length dealings, discussed in detail at §2.1, is expanded for 
purposes of section 84.1 by sections 84.1(2) and 84.1(2.2) and for purposes of the 
computation of "arm's length adjusted cost base" by section 84.1(2.01). 
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(a) Factual Non-Arm's Length 


Section 251(1)(a) states that related persons are deemed not to deal with each other at 
arm's length. Thus, a transfer from an individual to his or her wholly-owned corporation will 
be deemed to be a non-arm's length transfer. Similarly, under section 251(1)(b), a taxpayer is 
generally deemed not to deal at arm's length with a personal trust where the taxpayer or any 
person not dealing at arm's length with the taxpayer is beneficially interested in that trust. 
Where the parties do not fall within section 251(1)(a) or 251(1)(b), section 251(1)(c) states 
that it is a question of fact whether, in a particular transaction, the parties thereto are 


dealing at arm's length.2 


In Brouillette c. R.2 the Tax Court provided some guidance on the determination of factual 
arm's length status in the context of section 84.1. Brouillette involved the sale of a business 
where the purchase price was funded by the future earnings of the business. The vendor, Mr. 
Brouillette, transferred his shares of the target company, Brouillette Automobiles Inc., to a 
newly formed corporation, 9016-4476 Quebec Inc. ("9016"), which he controlled. The 
transfer was made on a tax-deferred basis under section 85(1) in consideration for the 
issuance of preferred shares of 9016 with a redemption price of $500,000. Mr. Brouillette 
then transferred the preferred shares of 9016 to 9017-4481 Quebec Inc. ("9017"), which was 
controlled by the purchasers, in consideration for a $500,000 promissory note, payable in 
annual instalments over the next five years. Mr. Brouillette retained 51% of the voting 
shares of 9016. While not entirely clear from the decision, these shares do not appear to 
have had any value other than as control shares. The shareholders of 9016 (Mr. Brouillette 
and 9017), entered into a unanimous shareholder agreement providing that no dividends 
were to be paid by 9016 to 9017 until the $500,000 note had been satisfied and that any 
amounts paid by 9016 to 9017 were to be used to pay down the note. 


CRA reassessed Mr. Brouillette on the basis that he received a deemed dividend under 
section 84.1(1)(b), and not a capital gain, on the sale of the 9016 preferred shares to 9017, 
arguing that Mr. Brouillette and 9017 acted in concert and as such were not dealing at arm's 
length within the meaning of section 251(1)(c). In rejecting CRA's arguments, the Court 
quoted with approval, inter alia, the following CRA comment on the purpose of section 84.1: 


It was our view that the shareholder was entitled to realize his equity in the form of a tax-free gain if he 
parted with ownership, but that rearranging his affairs so that he did not really part with ownership but 
merely held indirectly what he formerly held directly resulted in an improper avoidance of tax on the 


distribution of retained earnings.22 


The Court summarized its understanding of the intended scope of section 84.1 as follows: 


Parliament has decided that there will be a deemed dividend in this type of transaction only when the 
buying corporation is not dealing with the seller at arm's length. Parliament could have provided that any 
disposition of shares to a corporation would result in a deemed dividend equal to the amount by which the 
paid-up capital was exceeded. However, Parliament did not do so. It must therefore be assumed that 
Parliament intended to sanction transactions made with one's self, that is to say, complex transactions in 
which the shareholder ultimately retains substantially the same property. When the buyer corporation 
and the seller have separate economic interests, and they carry out the transaction in accordance with 
those separate interests, section 84.1 of the Act does not apply. 


This is generally consistent with CRA's position that a transaction that is, in effect, an arm's 
length sale of a business or a portion of a business should not attract the application of 


section 84.1.12 CRA has indicated, however, that it will look with suspicion at situations 
where the taxpayer continues to hold a significant interest in the transferred corporation 
and the funds received by the taxpayer come from the transferred corporation, where, in 
CRA's view, the purchaser takes on the character of an accommodation party for the 


taxpayer's tax planning.12 


CRA gives the following example. Mr. X wants to sell 35% of his business, Opco, to Mr. Y. He 
freezes his shares of Opco by converting them all to redeemable retractable preferred 
shares. He then subscribes for 65% of the common shares of Opco and Mr. Y subscribes for 
35%. Mr. X disposes of 35% of the preferred shares to a corporation, Yco, owned by Mr. Y in 
exchange for a promissory note, and claims a capital gains deduction under section 110.6. 
Opco redeems the preferred shares held by Yco out of its retained earnings and Yco settles 
the note with the proceeds. CRA takes the view that Mr. X and Yco will very likely be 
considered not to deal at arm's length, so that section 84.1(1)(b) would apply to deem Yco to 


pay a dividend to Mr. X on the disposition of the preferred shares.14 By contrast, CRA 
indicates that it generally would not apply section 84.1 to a situation where Mr. X disposed 
35% of the common shares of Opco to Yco for a promissory note and the note is repaid out of 


dividends received from Opco out of its future profits.12 


CRA has also indicated that it will seek to apply section 84.1 or the general anti-avoidance 
rule in the following situation. Mr. X and Mr. Y, who are not related, hold all of the shares of 
Aco. Mr. X transfers his shares of Aco to Yco, a wholly-owned corporation of Mr. Y, and Mr. Y 
transfers his shares of Aco to Xco, a wholly-owned corporation of Mr. X. CRA takes the view 
that Mr. X and Yco and Mr. Y and Xco are acting in concert and so not dealing at arm's 


length, so that section 84.1 would apply to the transfers.1& 


CRA has indicated that where a holding company is set up expressly to acquire shares of a 
corporation from employees of that corporation, with the aim of allowing the employees to 
realize a capital gain rather than receive a deemed dividend on a repurchase of the shares 


by the corporation, the holding company will generally be considered to deal not at arm's 


length with the employees.12 


FOOTNOTES 


See §2.1 for a discussion of these provisions. 


\<e) 


Brouillette_c. R., 2005 CarswellNat 742, 2005 CarswellNat 1767, [2005] 4 C.T.C. 2013, (sub 
nom. Brouillette v. R.) 2005 D.T.C. 493 (Fr.), 2005 D.T.C. 1004 (Eng.) (T-C.C. [General 
Procedure]). 


10 thi. at paragraph 43. 


1 thi. at paragraph 46. See also Poulin c. R., 2016 TCC 154, 2016 CarswellNat 3615, 2016 
CarswellNat 2347, [2016] 6 C.T.C. 2206, (sub nom. Poulin v. The Queen) 2016 D.T.C. 1129, (sub 
nom. Poulin v. R.) 2016 D.T.C. 1155 (T.C.C. [General Procedure]), affirmed Turgeon c. Canada, 
2017 CarswellNat 9460, 2017 CarswellNat 2357, (sub nom. Turgeon v. The Queen) 2018 D.T.C. 
9083, 2017 D.T.C. 5064 (FC.A.), in which the Court followed Brouillette in finding that a 
taxpayer, Mr. Poulin, was dealing at a arm's length with the purchaser corporation for purposes 
of s. 84.1, in the context of transaction designed to allow the taxpayer to sell all of his shares of 
a corporation in a manner that allowed him to access the lifetime capital gains deduction. The 
Court was able to identify separate objectives and benefits for Mr. Poulin and the purchaser 
corporation. A second taxpayer, however, a Mr. Turgeon, was found not to be dealing at arm's 
length with a second purchaser corporation, the difference being that this purchaser 
corporation derived no benefit from the transaction and so served merely as an accommodation 
party. For CRA's comments on the Poulin decision, see CRA Roundtable, 2016 CTF Conference, 
Q. 6, CRA Document 2016-0669661C6, dated November 29, 2016. 


125660, for example, Technical Interpretation, CRA Document 1999-0008945, dated February 18, 
2000. In the general anti-avoidance rule context, see the example in paragraph 2 of Supplement 
1, dated July 13, 1990, to Information Circular 88-2, dated October 21, 1988. But see also 
Technical Interpretation, CRA Document 2002-0166655, dated March 28, 2003, and 1995 
Ontario Tax Conference, Q. 5, CRA Document 9525030, dated October 12, 1995, where CRA 
appears to take a more aggressive stance on non-arm's length. 


13Round Table on Federal Taxation, 2007 APFF Conference, Q. 10, CRA Document 2007- 
0243171C6, dated October 5, 2007, and Round Table on Federal Taxation, 2004 APFF 
Conference, Q. 10, CRA Document 2004-0086771C6, dated October 8, 2004. 


14 pid,, CRA Document 2007-0243171C6. 
15 pid. 


16 supra note 12, CRA Document 9525030 (which provides comments on several versions of this 
transaction) and Technical Interpretation, CRA Document 9421745, dated February 7, 1995. 
See also Technical Interpretation, CRA Document 2004-0106161E5, dated January 12, 2005, in 


which CRA takes the same view of a "single wing" version of this transaction. 


17cRA Panel, 2012 CTF Conference, CRA Document 2013-0479402C6, dated November 25, 2012. 
This effectively reverses a series of previous CRA positions, including Advance Income Tax 
Ruling, CRA Document 2003-0181713, dated January 1, 2003; Technical Interpretation, CRA 
Document 2002-0146775, dated November 1, 2002, and Technical Interpretation, CRA 
Document 2000-0024635, dated September 29, 2000. 


2019 Thomson Reuters Canada Limited 
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(b) Expanded Meaning of Non-Arm's Length for Section 84.1 


The concept of non-arm's length dealings is expanded for purposes of section 84.1 by sections 
84.1(2)(b) and 84.1(2)(d). Section 84.1(2)(d) provides that a trust and a beneficiary of the trust 
or a person related to such beneficiary are deemed not to deal at arm's length with each 
other.18 The more expansive rule in section 84.1(2)(b) provides that a taxpayer is deemed not to 
deal at arm's length with the purchaser corporation if: 


(1) immediately before the disposition the taxpayer was one of a group of five or fewer 
persons that controlled the corporation the shares of which were transferred by the 
corporation (the "subject corporation"); 


(2) immediately after the disposition the taxpayer was one of a group of five or fewer 
persons that controlled the purchaser corporation; and 


(3) each member of the group that controlled the purchaser corporation immediately 
after the disposition was a member of the group that controlled the subject corporation 
immediately before the disposition. 


Section 84.1(2.2) provides a set of interpretive rules applicable to section 84.1(2)(b). Section 
84.1(2.2)(a) provides that in determining whether a taxpayer was a member of a group of five 
or fewer persons that controlled the corporation, the taxpayer is deemed to own any shares of 
the corporation owned by: (i) the taxpayer's spouse or minor child; (ii) a trust of which the 
taxpayer or a person in (i) above or (iii) below is a beneficiary; or (iii) a corporation controlled 
by the taxpayer or a person, or a combination of the taxpayer and/or such persons, in (i) or (ii) 
above.12 

Section 84.1(2.2)(b) defines a group for these purposes as two or more persons, each of whom 
owns shares of the corporation. Thus, persons who hold a small number of shares of a 
corporation, even if the shares are non-voting, can be included in the controlling group for 
purposes of section 84.1.22 Section 84.1(2.2)(c) provides that a corporation that is controlled by 
one or more members of a group is considered to be controlled by that group, and section 
84.1(2.2)(d) provides that a corporation may be controlled by a person or group 
notwithstanding that it is also controlled by another person or group. The rules in sections 
84.1(2.2)(c) and 84.1(2.2)(d) effectively nullify the decision in Southside Car Market Ltd. v. 
R.,24 in which the Federal Court, Trial Division held that a group cannot control a corporation if 
control rests in the hands of a single person. 


The deeming rules in sections 84.1(2.2)(b), (c), and (d) can be very broad in their application. 


CRA provides the following example. One person owns 65% of the equity of a corporation 
("Opco") through a combination of voting common shares and non-voting common shares. This 
person holds all of the voting shares, and as such controls Opco. The remaining non-voting 
common shares are held by 20 arm's length employees of Opco. All of the shareholders of Opco 
intend to transfer their shares to a new corporation ("Holdco") in exchange for shares of Holdco 
so that the share structure of Holdco will mirror that of Opco. CRA takes the view that each of 
the 20 arm's length employees will be deemed not to deal at arm's length with Holdco, since 
each will be part of a group (the employee together with the voting shareholder) that controlled 
Opco before the transfer and part of the group that controls Holdco after the transfer, each of 


whom was a member of the first group.22 


It should be stressed that the group control rules in sections 84.1(2)(b) and 84.1(2.2) require 
that the transferred corporation be controlled by a group (two or more persons) immediately 
before the transfer and that each member of the group that controlled the purchaser 
corporation immediately after the transfer have been a member of the first control group. For 
example, Mr. X and Mr. Y hold all of the shares of Opco and transfer their shares of Opco to Zco, 
a corporation controlled by Z, in exchange for non- voting shares of Zco. Before the transaction, 
Opco is controlled by X and Y and, following the transaction, Zco is controlled by the group X, Y, 
and Z. Since Z was not part of the group that controlled Opco, neither X nor Y will be deemed 


not to deal at arm's length with Zco under section 84.1(2)(b).22 


FOOTNOTES 


18 section 84.1(2)(d) overlaps with s. 251(1)(b), which generally deems a taxpayer not to deal at arm's 
length with a personal trust where the taxpayer or a person not dealing at arm's length with the 
taxpayer is beneficially interested in the trust. See Technical Interpretation, CRA Document 2005- 
0118291E5, dated March 7, 2005, for an example of the application of s. 84.1(2)(d) involving a 
testamentary transfer of shares to unrelated persons. 


19, child for these purposes is defined in s. 70(10) to include grandchildren, great-grandchildren, 
and minor dependants. See also s. 252(1) for an expanded definition of child for purposes of the 
Act. 


20 see Emory v. R., 2010 CarswellNat 1358, 2010 CarswellNat 238, [2010] 4 C.T.C. 2396, 2010 D.T.C. 
1074 (Eng.) (T-C.C. [General Procedure]), in which the Court acknowledges the apparent 
inappropriateness of a rule that treats a minority shareholder in the same manner as a controlling 
shareholder, while upholding the application of s. 84.1(1) to the minority shareholder. 


21 southside Car Market Ltd. v. R., 1982 CarswellNat 185, 1982 CarswellNat 417, [1982] C.T.C. 214, 
82 D.T.C. 6179 (Fed. T.D.). 


22-Technical Interpretation, CRA Document 9405015, dated April 13, 1994. See also the second 
example in Technical Interpretation, CRA Document 9305575, dated May 4, 1993. 


235e¢@ also the first example in ibid., CRA Document 9305575. 


01 JUL 2023 PAGE 372 


Taxation of Corporate Reorganizations Third Edition 
5 — SURPLUS STRIPPING 
5.1 Section 84.1 
9.1.2 Non-Arm's Length 
(c) Expanded Meaning of Non-Arm's Length for Section 84.1(2)(a.1) 


(c) Expanded Meaning of Non-Arm's Length for Section 84.1(2)(a.1) 


Section 84.1(2.01) contains additional deeming rules which apply only for purposes of the 
"arm's length adjusted cost base" rule in section 84.1(2)(a.1) discussed at §5.17 below. 


Section 84.1(2.01)(a) provides that a taxpayer and a corporation that issues shares to the 
taxpayer are deemed not to deal with each other at arm's length at the time of the issuance. 


Section 84.1(2.01)(b) provides that a taxpayer will be deemed to have acquired the shares from 
a non-arm's length person where the taxpayer elected under section 110.6(19)(a) to be deemed 
to have disposed of and reacquired the shares on February 23, 1994 in order to access the old 
general capital gains exemption. 


Section 84.1(2.01)(c) provides that where a share owned by a particular person, or a share 
substituted for that share, has become vested in another person by one or more non-arm's 
length transactions, the particular person and the other person are deemed at all times to deal 
not at arm's length regardless of whether they co-existed. The intended purpose of this rule is 
to be able to track arm's length adjusted cost base from generation to generation. For example, 
if a daughter was born after the death of her grandmother and shares were transferred from 


her grandmother to her father and then to her, she will be deemed to deal not at arm's length 


with her grandmother for purposes of determining her arm's length cost base of the shares.24 


FOOTNOTES 


24 See the example in the Department of Finance December 1997 Technical Notes to s. 84.1(2.01)(c). 
Section 84.1(2.01)(c) can apply notwithstanding that the particular person and the other person 
dealt at arm's length when they co-existed. See, for example, Technical Interpretation CRA 
Document 2005-0118291E5, dated March 7, 2005, which concerns the application of s. 84.1(2)(a.1) 
to a group of employees of a corporation who received shares of the corporation from the arm's 
length owner of the shares on his death. 
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5.1.3 "Connected" Corporations 


Section 84.1 will only apply where the subject corporation and the purchaser corporation are, 
immediately after the disposition, connected within the meaning of section 186(4), as modified 
in the pre-amble to section 84.1(1). For purposes of section 84.1, the corporations will be 
connected if the purchaser corporation owns: (a) more than 10% of the shares of the subject 
corporation having full voting rights in all circumstances; and (b) shares of the subject 
corporation with a fair market value of more than 10% of the fair market value of all of the 
issued shares of the subject corporation. The corporations will also be connected if the subject 
corporation is controlled by the purchaser corporation (other than by virtue of a right referred 
to in section 251(5)(b)). By virtue of section 186(2), for these purposes the subject corporation 
will be controlled by the purchaser corporation if more than 50% of its shares having full voting 
rights in all circumstances belong to the purchaser corporation, alone or together with persons 


with whom the purchaser corporation does not deal at arm's length.22 


CRA takes the view that shares will not have full voting rights in all circumstances where the 
ability to elect members of the board of directors is split between two classes of shares, each of 


which entitles the holders to elect a certain number of members.2® Where a class of 
shareholders has the right to veto amendments to the articles of the corporation that would 


affect the rights of those shareholders, this veto right will not result in other classes of shares 


not having full voting rights in all circumstances.22 


The policy behind the "connected" test in the context of section 84.1 was considered in 


Desmarais c. R.28 In this case, the Court considered a situation in which the taxpayer 
transferred shares of a corporation, Comsercon Inc. ("Comsercon"), to a wholly-owned 
corporation ("Holdco") in consideration for Class D redeemable preferred shares, triggered a 
capital gain, and claimed a deduction under section 110.6 on the transfer. Following the 
transaction, Holdco owned 9.76% of the shares of Comsercon, so that the two corporations 
were not "connected" for purposes of section 84.1. In the following year, the taxpayer 
transferred to Holdco all of his shares of another corporation, Gestion A.C.D. Inc. ("Gestion"), 
which he controlled with his brother. This second transfer was made on a rollover basis. Gestion 
paid dividends to Holdco, which Holdco used to redeem the Class D shares issued on the 
transfer of Comsercon. 


The Court held that, while section 84.1 did not apply, the transaction constituted an abuse of 
section 84.1. The Court therefore recharacterized the transaction under the general anti- 
avoidance rule in section 245, such that the taxpayer was considered to receive a deemed 
dividend on the redemption of the Class D preferred shares. The Court notes that the 
"connected" test in section 84.1 was intended as a proxy for the taxpayer's ability to exercise a 
substantial influence over Comsercon, and so was intended to prevent him from causing it to 


pay tax-free dividends to Holdco and strip out Comsercon's corporate surplus on the Class D 
preferred shares. The Court held that the creation of the high paid-up capital preferred shares 
on the transfer of Comsercon and the distribution of Gestion surplus on the shares constituted 
an abuse of section 84.1, and the "connected" test in particular, since the transaction allowed 
the taxpayer to do precisely this with the Gestion surpluses. 


FOOTNOTES 


25The deeming rule in s. 186(2) applies for purposes of s. 84.1, notwithstanding that s. 186(2) 


provides that it applies for purposes of Part IV. See Olsen v. R., 2002 CarswellNat 67, 2002 
CarswellNat 5960, [2002] 2 C.T.C. 64, (sub nom. R. v. Olsen) 2002 D.T.C. 6770 (Fed. C.A.), leave to 
appeal refused 2002 CarswellNat 2193, 2002 CarswellNat 2194 (S.C.C.). 


26T echnical Interpretation, CRA Document 1999-0010955, dated January 31, 2000. 
27 Technical Interpretation, CRA Document 2006-0204901E5, dated November 16, 2006. 


28 supra note 1. 
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5.1.4 Paid-up Capital Reduction 


Section 84.1(1)(a) will generally apply to limit the paid-up capital of any issued shares to the 
greater of the paid-up capital of the transferred shares and the adjusted cost base (subject to 
certain adjustments) to the taxpayer of the transferred shares less the fair market value of any 
non-share consideration. This prevents the taxpayer from creating additional paid-up capital on 
anon-arm's length transfer, which would facilitate the tax-free distribution of corporate surplus 
to an individual as a return of paid-up capital or a redemption of the shares. Where the transfer 
is made under section 85, section 84.1(1)(a), and not section 85(2.1), will apply to limit the 
paid-up capital of the issued shares.22 

Thus, where section 84.1 applies and the purchaser corporation issues shares to the taxpayer 
as consideration for the transfer, section 84.1(1)(a) will reduce the paid-up capital of the shares 
of the purchaser corporation by an amount equal to the increase in the paid-up capital, 
otherwise determined, minus the amount by which: 


(1) the greater of the paid-up capital of the transferred shares and the “arm's length 
adjusted cost base" to the taxpayer of the transferred shares, 


exceeds 


(2) the fair market value of any non-share consideration received by the taxpayer for 
the transferred shares. 


The concept of "arm's length adjusted cost base" is discussed at §5.1.7 below. 


Where shares of more than one class are issued as consideration, the amount of the reduction 
in the paid-up capital is allocated among the classes in proportion to the increase in the paid-up 
capital of each class as a result of the transfer. For example, if the purchaser corporation issues 
common shares with a paid-up capital of $100 and preferred shares with a paid-up capital of 
$900, nine-tenths of any reduction in the paid-up capital would be allocated to the preferred 
shares and one-tenth to the common shares. 


Unlike a deemed dividend under section 84.1(1)(b), a paid-up capital grind under section 
84.1(1)(a) will not result in a reduction in the proceeds of disposition to the taxpayer, so that the 
taxpayer may realize a capital gain on the transfer notwithstanding the reduction to the paid-up 
capital of the shares. However, if no deduction is claimed under section 110.6 and no reserve is 
claimed under section 40(1)(a)(iii) in respect of the transfer, the taxpayer's arm's length 
adjusted cost base of the issued shares should reflect the amount of the gain. Thus, on a 
subsequent transfer of the issued shares to another non-arm's length corporation, the taxpayer 
would be able to receive non-share consideration or shares the paid-up capital of which is equal 
to the taxpayer's increased adjusted cost base in the shares without triggering section 84.1. 


The operation of section 84.1(1)(a) may be illustrated as follows. Mr. X holds all of the shares of 
Xco, which have a fair market value of $10,000, paid-up capital of $4,000, and an arm's length 
adjusted cost base to him of $6,000. He transfers all of the shares of Xco to Holdco, with which 
he does not deal at arm's length, in exchange for 100 shares of a new class of fixed value 
redeemable preferred shares with a fair market value of $10,000. Under the relevant corporate 
law, the amount added to the stated capital of Holdco is $10,000. Section 84.1(1)(a) will apply 
to reduce the paid-up capital of the Holdco shares by the difference between the increase in the 
paid-up capital otherwise determined ($10,000) and the amount by which the greater of the 
paid-up capital of the transferred shares ($4,000) and Mr. X's arm's length adjusted cost base in 
the transferred shares ($6,000) exceeds the fair market value of any non-share consideration 
(nil). The paid-up capital grind under section 84.1(1)(a) will therefore be $4,000, resulting in a 
paid-up capital of $6,000 for the new Holdco preferred shares.22 

Section 84.1(3) prevents double taxation by providing for a paid-up capital addition where 
section 84.1(1)(a) previously required a paid-up capital reduction and there is subsequently a 
deemed dividend under section 84(3), (4), or (4.1) on shares of the same class. The paid-up 
capital addition under section 84.1(3) equals the lesser of (i) the difference between any 
deemed dividends under sections 84(3), (4) and (4.1) and the amount of such dividends 
computed as if section 84.1(1)(a) did not exist and (ii) the amount of prior paid-up capital 
reductions under section 84.1(1)(a). This provision is necessary because the deduction from 
paid-up capital of the class under section 84.1(1)(a) applies in computing the paid-up capital at 
any particular time after the issue of the new shares. 


Thus, in the above example, if Holdco redeemed 50 of the new preferred shares at their 
redemption price of $5,000, a deemed dividend would arise under section 84(3) of $2,000 
(being the amount by which the amount paid on the redemption exceeds the paid-up capital of 
the redeemed shares). For corporate purposes, the stated capital of the remaining shares 
would be reduced to $5,000. Absent section 84.1(3), in calculating the paid-up capital of the 
shares, Holdco would be required to subtract from this stated capital amount the amount 
determined under section 84.1(1)(a), or $4,000, resulting in a paid-up capital of $1,000. Section 
84.1(3) would therefore apply to increase the paid-up capital of the remaining preferred shares 
by the amount by which the dividend under section 84(3) ($2,000) exceeds the amount of the 
deemed dividend computed as if section 84.1(1)(a) did not exist (nil). Thus, the paid-up capital 
in respect of the remaining 50 preferred shares would be increased to $3,000. 


FOOTNOTES 


29See the preamble to s. 85(2.1). Thus, where the conditions for the application of s. 84.1(1) are 
satisfied and the amount determined under s. 84.1(1)(a) is nil, there will be no grind. See CRA 
Round Table, 2011 APFF Conference, Q. 24, CRA Document 2011-0412121C6, dated October 7, 
2011. 


3066 Interpretation Bulletin IT-489R, paragraph 9, dated February 28, 1994, for several illustrative 
examples of the application of s. 84.1. 
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5.1.5 Deemed Dividend 


A deemed dividend may arise under section 84.1(1)(b), alone or in addition to the paid-up 
capital reduction under section 84.1(1)(a), to the extent that the fair market value of any non- 
share consideration plus the paid-up capital of the issued shares exceeds the greater of the 
paid-up capital of the transferred shares and the taxpayer's arm's length adjusted cost base of 
those shares. This prevents the purchaser corporation from distributing property or issuing 
debt to the taxpayer which, like paid-up capital, could be used to facilitate a tax-free 
distribution of corporate surplus. 


Where section 84.1 applies and the taxpayer receives non-share consideration from the 
purchaser corporation, a dividend will be deemed to be paid by the purchaser corporation and 
received by the taxpayer equal to the amount by which: 


(1) any increase in the paid-up capital of the shares of the purchaser corporation, 
determined without reference to section 84.1(1)(a), plus the fair market value of any 
non-share consideration received by the taxpayer from the purchaser corporation on 
the transfer, exceeds 


(2) the greater of the paid-up capital of the transferred shares and the "arm's length 
adjusted cost base" to the taxpayer of the transferred shares, plus the amount of any 
reduction to the paid-up capital of the purchaser shares under section 84.1(1)(a) on the 
transfer. 


It should be noted that since there is no requirement under section 84.1 that the taxpayer be a 
shareholder or receive shares of the purchaser corporation, section 84.1(1)(b) can give rise to 
the unusual result that the taxpayer is deemed to receive a dividend from a corporation of 
which they are not a shareholder. 


Any deemed dividend under section 84.1(1)(b) is excluded from the definition of "proceeds of 
disposition" in section 54. Subject to the application of the stop-loss rules in section 40(2)(g)(i) 
or 40(3.4), a deemed dividend under section 84.1(1)(b) could therefore give rise to a capital 
loss.24 A capital gain could also arise in a situation where the taxpayer's adjusted cost base of 
the transferred shares is less than the paid-up capital of such shares. 


For example, assume Mr. X from the above example transfers the Xco shares to Holdco in 
consideration for 20 preferred shares with a fair market value and corporate stated capital of 
$2,000 and an $8,000 promissory note. Under section 84.1(1)(a), the paid-up capital would be 
reduced by $2,000 (to nil), being the difference between the increase in the paid-up capital 
otherwise determined ($2,000) and the amount by which the greater of the paid-up capital of 
the transferred shares ($4,000) and Mr. X's arm's length adjusted cost base in the transferred 


shares ($6,000) exceeds the fair market value of any non-share consideration ($8,000). Under 
section 84.1(1)(b), Holdco will be deemed to pay Mr. X a $2,000 dividend, calculated as follows: 


Increase in the paid-up capital of the preferred shares $ 2,0 
FMV of the promissory note $ 8,0 
$10,0 
minus 
Greater of: 
Paid-up capital of transferred shares ($4,000) $6,0 


Adjusted cost base to Mr. X of transferred shares ($6,000) 
Amount deducted under section 84.1(1)(a) $2,0 
$8,0 


Finally, Mr. X would realize a gain of $2,000, being the fair market value of the property 
received ($10,000), less the amount of the dividend ($2,000) and less his adjusted cost base of 


the shares ($6,000).32 


The fact that a dividend is deemed to be paid by section 84.1(1)(b) can create anomalous results 
where the deemed dividend arises as a result of the issuance of a promissory note by the 


purchaser corporation. In Mills Estate v. R.,22 the taxpayer had transferred shares of a 
corporation to another corporation in consideration for the issuance of a promissory note by the 
purchaser corporation in circumstances where section 84.1(1) applied, duly reporting a 
deemed dividend equal to the amount by which the principal amount of the note exceeded his 
adjusted cost base of the shares. Two years later, it was determined that the purchaser 
corporation could not satisfy the amount owing under the note, and the taxpayer sought to 
claim a bad debt deduction under section 20(1)(p)(i). A bad debt deduction is available where a 
debt is owing, the debt has been determined in the year not to be recoverable and the debt has 
been included in the taxpayer's income for the year or a previous year. The Court held that, 
since the amount of the note was deemed by section 84.1(1)(b) to have been paid as a dividend, 
the amount cannot also be said to be due: in other words "[w]hat is deemed to have been paid 
cannot also be said to be due".24 It should be noted that the anomaly arises here because the 
purchaser corporation is both the debtor and the "payor" of the dividend; if the consideration 
had been paid, instead, by the assignment of the debt owing by another person, the issue would 
not arise. 


CRA has indicated that section 69(1) will not apply to increase the amount of the deemed 
dividend under section 84.1(1)(b) in a situation where the fair market value of the consideration 
received by the taxpayer is determined to be less than the fair market value of the transferred 
shares.22 For example, a taxpayer transfers shares with a paid-up capital and an adjusted cost 
base to the taxpayer of $1 to a non-arm's length corporation in consideration for an $800 
promissory note. Following the transfer, it is determined that the fair market value of the 
transferred shares was $1,000. It is CRA's view that the taxpayer will have a deemed dividend 
of $799 under section 84.1(1)(b) and, as a result of the application of section 69(1)(b)(i), a 
capital gain of $200.28 However, amounts paid on account of the taxpayer by the purchaser may 
be included in the amount of the dividend. In Fiducie Famille Gauthier c. R.,2“ for example, the 


Federal Court of Appeal held that professional fees paid by the purchaser corporation that 
would otherwise have been paid by the taxpayer should be included in the amount of the 
deemed dividend under section 84.1(1)(b). 


FOOTNOTES 


31e¢ §2.6 for a discussion of the stop-loss rules. 


32 assuming that no s. 85(1) election is filed and that a gain is reported so that s. 85.1(1) does not 


apply. 


33 Mills Estate v. R., 2011 CarswellNat 3281, 2011 CarswellNat 2412, [2011] 6 C.T.C. 166, 2011 D.T.C. 
5124 (Eng.) (F.C.A.), leave to appeal refused 2012 CarswellNat 385, 2012 CarswellNat 386 (S.C.C.), 
affirming 2010 CarswellNat 2999, 2010 CarswellNat 6140, 2010 D.T.C. 1301 (Eng.) (T.C.C. [General 
Procedure]). 


34 Thid. at paragraph 19. This is, in turn, taken from the Federal Court Appeal decision in Jerrador 


Investments Ltd. v. R., 1999 CarswellNat 1025, 1999 CarswellNat 4224, [1999] 3 C.T.C. 520, 99 
D.T.C. 5358 (Fed. C.A.), leave to appeal refused 2000 CarswellNat 869, 2000 CarswellNat 870 
(S.C.C.), on which the decision in Mills Estate is based. 


35Technical Interpretation, CRA Document 2007-0228281E5, dated November 30, 2007. 


36c¢¢@ §2.2 for a discussion of s. 69(1). 


37 riducie Famille Gauthier c. R., 2012 CarswellNat 547, 2012 CarswellNat 2232, [2012] 6 C.T.C. 29, 
(sub nom. Fiducie Famille Gauthier v. R.) 2012 D.T.C. 5070 (Fr.), 2012 D.T.C. 5119 (Eng.) (F.C.A.). 


2019 Thomson Reuters Canada Limited 
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5.1.6 Capital Dividends, Eligible Dividends and RDTOH 


Where the taxpayer was a shareholder of the purchaser corporation prior to the transfer, the 
corporation (provided it is a private corporation and has a sufficient capital dividend 
account) can elect under section 83(2) to treat a deemed dividend under section 84.1(1)(b) 
as a Capital dividend.22 This position appears to be correct, given that section 84(7) provides 
that where a dividend is deemed to be paid at a particular time under section 84.1, inter alia, 
that dividend is deemed for the purposes of subdivision h of the Act (which includes section 
83(2)) to have become payable at that time.32 


While a capital dividend must be paid to a shareholder of the corporation, the same is not 
true of an eligible dividend: neither section 89(14) nor the definition of eligible dividend in 
section 89(1) require that the dividend be paid to a shareholder in order to qualify as an 
eligible dividend. Thus, a deemed dividend under section 84.1(1)(b) can be designated as an 
eligible dividend regardless whether the taxpayer is a shareholder of the purchaser 


corporation.42 


Less clear is whether a purchaser corporation that has a "refundable dividend tax on hand" 
balance at the end of the year can claim a refund under section 129(1) in respect of a 
deemed dividend under section 84.1(1)(b). CRA's most recent published position on the 
matter states that a refund cannot be claimed, on the basis that, while section 84.1(1)(b) 
deems a dividend to be paid by the corporation and received by the taxpayer, it does not 
deem the dividend to be "paid by the corporation on shares of its capital stock," and as such 
does not come within the language of section 129(1)(a).* A rejoinder to this position would 
be to query whether, on this logic, a deemed dividend under section 84.1(1)(b) should be 
included in income at all, since section 12(1)(j) brings into income only dividends "paid by a 
corporation resident in Canada on a share of its capital stock." But this in turn raises the 
question of the relationship between sections 12(1)(j) and 82(1), the latter of which purports 
to bring into income amounts received "as, on account of, in lieu of payment of or in 
satisfaction of taxable dividends," apparently regardless of whether they are paid "on a 
share." It is not clear, for example, whether section 82(1) is sufficient on its own to bring 
dividends, including deemed dividends under section 84.1(1)(b), into income (which would 
render section 12(1)(j) largely redundant) or whether, as the reference in section 12(1)(j) to 
subdivision h of the Act suggests, the proper construction of the Act is to include dividend 
amounts in income under section 12(1)(j). 


FOOTNOTES 


38mcome Tax Folio S3-F2-C1, paragraph 1.84, dated December 16, 2016, Technical 
Interpretation, CRA Document 2011-04144731E5, dated January 4, 2012 and Technical 
Interpretation, CRA Document 2006-0183851E5, dated May 30, 2007. This would appear to 
reverse CRA's position on this point in Technical Interpretation, CRA Document 2002-0128955, 
dated September 26, 2002. 


39 its October 1998 technical notes to s. 84(7), the Department of Finance indicates that the 
provision is intended to provide that a deemed dividend under s. 84.1 is a dividend for purposes 
of s. 83(2). 


40 Technical Interpretation, CRA Document 2012-0454091C6, dated October 5, 2012. 


41 supra note 38, CRA Document 2002-0128955, which reverses the position taken in Technical 
Interpretation, CRA Document 9729855, dated January 19, 1998 and Advance Tax Ruling, CRA 
Document 59283, dated January 29, 1990. 
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5.1.7 Arm's Length Adjusted Cost Base 


Where the taxpayer's adjusted cost base in the shares reflects a V-day step-up or amounts 
realized in a capital gains-exempt transaction between certain non-arm's length persons, the 
taxpayer's adjusted cost base will generally be reduced by such amounts for purposes of 


section 84.1. These reductions are set out under sections 84.1(2)(a) and 84.1(2)(a.1).42 


In the case of a share acquired by the taxpayer before 1972, section 84.1(2)(a) will apply to 
deem the taxpayer's adjusted cost base of the share to be the taxpayer's original cost, 
without regard to any changes under section 26(3) or 26(7) of the ITAR and without taking 
into account any dividends paid out of "tax-paid undistributed surplus" or "1971 capital 
surplus on hand." 


In the case of a share acquired by the taxpayer after 1971 from a non-arm's length person, a 
share substituted for such a share or a share substituted for a share owned by the taxpayer 
at the end of 1971, section 84.1(2)(a.1) may apply to reduce the taxpayer's adjusted cost 
base of the share for purposes of section 84.1. The reductions under this provision concern 
V-day amounts and exempt gains under section 110.6 or reserves claimed under section 
40(1)(a)(iii) in respect of a prior non-arm's length disposition of the transferred share or a 
share for which it was substituted. The general effect of these rules is to reduce the 
taxpayer's adjusted cost base to the extent that it relates to amounts that have not been 
subject to tax outside of an arm's length transfer. 


More particularly, section 84.1(2)(a.1) applies in respect of a share acquired after 1971, a 
share substituted for such a share or a share substituted for a share owned by the taxpayer 
at the end of 1971 to reduce the taxpayer's adjusted cost base, otherwise determined, for 
purposes of sections 84.1(1)(a) and 84.1(1)(b), by: 


(1) where the share (or a share for which it was substituted) was owned at the end of 
1971 by the taxpayer or a person with whom the taxpayer did not deal at arm's 
length, the amount, if any, by which the fair market value of the share on V-day*2 
exceeds the aggregate of the relevant person's "actual cost"44 of the share on 
January 1, 1972, and the amount of any dividends paid on the share (or a share for 
which it was substituted) out of "tax-paid undistributed surplus" or "1971 capital 
surplus on hand," and 


(2) any capital gains realized by the taxpayer or an individual with whom the 
taxpayer did not deal at arm's length on a disposition of the transferred shares (or 
shares for which they were substituted) after 1984 unless the taxpayer can show 


that a lesser amount was claimed under section 110.6 in respect of the disposition. 


The operation of section 84.1(2)(a.1) may be illustrated as follows.42 Mr. A acquired 100 
common shares of Opco, a private corporation, in 1965 for $10,000 from an arm's length 
person. On December 31, 1971 (V-day), the fair market value of the shares was $30,000. In 
1988, he sold the shares to his daughter, Ms. A, for $150,000, and claimed a deduction under 
section 110.6(3) in respect of the capital gain. Ms. A's arm's length cost of the shares of 
Opco is calculated as follows: 


ACB otherwise determined: $150,000 
Exceeds the aggregate of 
(i) the FMV on V-day $30,000 
less the actual cost on Jan 1, 1972 $10,000 
$20,000 
and 
(ii) the section 110.6 deduction $100,000 
$120,000 
arm's length ACB pursuant to section 84.1(2)(a.1) $30,000 


Also, where the taxpayer or a non-arm's length individual claimed a reserve under section 
40(1)(a)(iii) in respect of a prior disposition and claimed or could have claimed an amount 
under section 110.6 in respect of the disposition, section 84.1(2.1) will treat the transferor 
as having claimed a deduction under section 110.6 for purposes of section 84.1(2)(a.1). The 
amount claimed under section 110.6 will be deemed to be the lesser of: (i) the aggregate of 
the amount claimed under section 40(1)(a)(iii) and twice the amount deducted under section 
110.6 in respect of the capital gain; and (ii) twice the maximum amount that could have been 
deducted under section 110.6 in respect of the capital gain if no reserve had been claimed 
under section 40(1)(a)(iii) and all amounts deducted under section 110.6 in respect of capital 
gains to which section 84.1(2.1) does not apply were deducted before determining the 
maximum amount that could have been deducted.& 


Since the adjusted cost base reduction under sections 84.1(2)(a) and (a.1) applies on a share 
by share basis, the reduction is not averaged across all of the shares of a given class. Thus, 
where a taxpayer holds shares of a corporation, the adjusted cost base of which would be 
subject to a reduction under section 84.1(2)(a) or 84.1(2)(a.1), and holds other shares that 
would not be subject to such a reduction, CRA will allow the taxpayer to designate which 


shares are transferred for purposes of section g4.1.47 


As discussed above at §5.1.2(c), section 84.1(2.01) further extends the meaning of non-arm's 
length for purposes of section 84.1(2)(a.1). 


FOOTNOTES 


42The reductions under ss. 84.1(2)(a) and (a.1) do not apply in respect of gains sheltered by losses 


or exempted from Canadian tax under a tax treaty. See Technical Interpretation, CRA Document 
2003-005283117, dated February 6, 2004, and Technical Interpretation, CRA Document 
9407865, dated July 25, 1994, respectively. 


43 Pursuant to s. 24 of the ITARs, December 22, 1971 for any property prescribed to be a publicly- 
traded security and December 31, 1971 for any other property. 


445 actual cost" for these purposes is defined in s. 26(3) of the ITARs, and will generally be the 
relevant person's cost as generally determined. Where a taxpayer acquires property from a non- 
arm's length person, the taxpayer inherits the person's actual cost under s. 26(5) of the ITARs. 
See Interpretation Bulletin IT-93, dated March 12, 1973. 


45 additional examples may be found in Technical Interpretation, CRA Document 2003-0006675, 
dated November 7, 2003, and IT-489R, supra note 30, paragraph 8. 


46 See the Department of Finance, May 1991 Technical Notes to s. 84.1(2.1) for an example of the 
application of this section. 


47 Technical Interpretation, CRA Document 2000-0031395, dated July 25, 2000. Where identical 


shares were disposed of in prior years, CRA may not accept a designation if a designation was 
not filed on the previous disposition. See Technical Interpretation, CRA Document 2005- 
0163621E5, dated August 9, 2006. 
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5.2 Section 212.1: Non-Arm's Length Sales of Shares by 
Non-Residents 


Special rules, similar to those in section 84.1, are provided in section 212.1 to prevent the 
distribution of corporate surplus from a Canadian corporation to a non-resident by way of a 
non-arm's length sale of shares, which would generally give rise to a treaty-exempt capital 
gain. A separate set of surplus-stripping rules are provided in section 212.2, applicable on 
the transfer of a share of a Canadian resident corporation (or property more than 10% of the 
fair market value of which can be attributed to such a share) by a non-resident in the context 
of a demutualization of an insurance corporation. Yet another set of rules are provided in 
section 212.3, which apply in certain circumstances where a Canadian resident corporation 
that is controlled by a non-resident corporation makes an investment in a foreign affiliate of 
the Canadian resident corporation. Where section 212.3 applies, a deemed dividend to the 
non-resident parent and/or a paid-up capital grind may arise. The following discussion is 
limited to section 212.1. 


Section 212.1(1.1) may apply to reduce the paid-up capital of any shares received as 
consideration for the transfer and, where non-share consideration is received, may apply to 
deem the non-resident to receive a dividend on the transfer, giving rise to withholding tax 


under section 212(2).48 


The requirements of section 212.1, which are set out in section 212.1(1), are similar (though 
not identical) to the requirements for section 84.1, discussed above. Section 212.1(1.1) 
applies where a non-resident person or "designated partnership" (the "transferor") disposes 
of the shares of a Canadian corporation (the "subject corporation") to another Canadian 
corporation (the "purchaser corporation") with which the transferor does not deal at arm's 
length (other than as a result of section 251(5)(b)) and immediately after the disposition the 
subject corporation and the purchaser corporation are "connected" within the meaning of 


section 186(4).42 


A "designated partnership" is defined in section 212.1(3)(e) as a partnership of which either 
a "majority-interest partner", or every member of a "majority-interest group of partners", is 
a non-resident person. "Majority-interest partner" is defined in section 248(1), generally, as 
a partner entitled to more than half of the income of the partnership for the last fiscal period 
(or a partner that would be so entitled if the partner held, throughout the period, each 
partnership interest held by that person and any affiliated person) or a partner whose share, 
together with the shares of any affiliated partners, of the assets of the partnership on wind- 
up would exceed one-half of those assets. "Majority-interest group of partners" is defined in 
section 251.1(3) as a group of partners where: (a) if one partner held the interests of all of 
the members in the group, that partner would be a majority-interest partner; and (b) if any 


member of the group were not a member, the test in (a) would not be met. 


By virtue of section 212.1(4), section 212.1(1.1) does not apply to a disposition by a non- 
resident corporation to a purchaser corporation if the following two conditions are met. 
First, the purchaser corporation must, immediately before the transfer, have controlled the 
non-resident corporation. Second, it must not be the case that, at the time of the disposition, 
or as part of a transaction or event or series of transactions or events that includes the 
disposition, a non-resident person or designated partnership (i) owns, directly or indirectly, 
shares of the purchaser corporation and (ii) does not deal at arm's length with the purchaser 
corporation.22 

In the absence of this saving provision, a non-resident corporation with a Canadian parent 
corporation and a Canadian subsidiary could be subject to withholding tax if it transferred 
the shares of its Canadian subsidiary to the parent. As a result of section 212.1(4), and 
provided that the second condition is met, a non-resident corporation in this situation will 
not be considered to have received a deemed dividend but instead, if a gain is triggered, will 
be considered to have realized a capital gain which, in many circumstances, will be exempt 
from Canadian income tax under an applicable tax treaty. 


Sections 212.1(3)(a), (b), (c) and (d) contain rules extending the concept of non-arm's length 
for purposes of section 212.1 that duplicate those in sections 84.1(2)(b), 84.1(2)(d), and 
84.1(2.2), discussed above at §5.1.2(b). 


Where section 212.1(1.1) applies, a dividend will be deemed to be paid, under section 
212.1(1.1)(a), to the transferor equal to the amount, if any, by which the non-share 
consideration received by the transferor on the transfer exceeds the paid-up capital in 
respect of the transferred shares. Therefore, the transferor can receive non-share 
consideration under section 212.1 up to the amount of the paid-up capital of the transferred 
shares without being deemed to receive a dividend. Unlike section 84.1, the transferor's 
adjusted cost base of the transferred shares is not relevant to the determination of the 
deemed dividend. As with section 84.1, any deemed dividend under section 212.1(1.1)(a) is 
excluded from the transferor's proceeds of disposition under section 54. 


Where a deemed dividend does arise, the transferor will be subject to 25% tax under section 
212(2) (subject to a reduction under an applicable tax treaty) and either the purchaser 
corporation or the subject corporation will be required to withhold and remit such amount 
under section 215. By virtue of section 212.1(1.1)(a)(i), the dividend is deemed to be paid by 
the subject corporation if, immediately before the disposition, the purchaser corporation 


controlled the non-resident transferor.2! This might be the case if, for example, the 
disposition occurs on the liquidation of the transferor. In any other case, the dividend is 
deemed to be paid by the purchaser corporation under section 212.1(1.1)(a)(ii). 


By virtue of section 212.1(1.2), if no consideration is received by the transferor for the 
transferred shares, the transferor is deemed to receive non-share consideration the fair 
market value of which is equal to the amount, if any, by which the fair market value of the 
transferred shares exceeds the amount of any increase because of the disposition in the fair 
market value of the shares of the purchaser corporation. This might occur where the shares 
are transferred to the purchaser corporation on the liquidation of the transferor. 


The paid-up capital of the shares of the purchaser corporation will be reduced under section 
212.1(1.1)(b) by the amount by which the increase in the paid-up capital, otherwise 
determined, exceeds the amount by which the paid-up capital in respect of the transferred 
shares exceeds the fair market value of any non-share consideration. As with the paid-up 
capital grind under section 84.1(1)(a), where shares of more than one class are issued, the 
reduction in the paid-up capital is allocated among the classes in proportion to the increase 
in the paid-up capital of each class as a result of the transfer. 


Where the reduction in paid-up capital arising under section 212.1 is subsequently taxed as 
a deemed dividend under section 84(3), (4), or (4.1), section 212.1(2) will apply to increase 
the paid-up capital of the class in the same manner as discussed above at §5.1.4 in respect of 
section 84.1(3). 


FOOTNOTES 


485y Placements Serco Ltée c. R., 1987 CarswellNat 551, 1987 CarswellNat 560, [1988] 1 C.T.C. 
42, [1988] 1 C.T.C. 213, 88 D.T.C. 6125 (Fed. C.A.), the Court makes clear that a deemed 
dividend under s. 212.1 constitutes a dividend for purposes of Part XIII. 


49 See §5.1.3 for a discussion of "connected". 


50 or dispositions that occur prior to March 21, 2016, only the first condition need be met. 


Slror dispositions that occur prior to March 21, 2016, any deemed dividend under s. 212.1 will be 


deemed to be paid by the purchaser corporation, regardless of whether the purchaser 
corporation controlled the transferor. The change is intended to allow the transferor to qualify 
for a lower rate of dividend withholding under an applicable tax treaty, where appropriate. 


2019 Thomson Reuters Canada Limited 
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6.1 Domestic Exchanges 


An exchange of shares of one Canadian corporation for shares of another Canadian 
corporation may come within the rollover provisions of section 85 or 85.1. The latter 
provision does not require the filing of an election and, for that reason alone, is particularly 
suitable for an arm's length takeover bid. While both sections provide a rollover, the tax 
consequences are not identical. For example, under section 85 a vendor can generally 
receive non-share consideration without triggering a gain provided that such consideration 
is not greater than the vendor's adjusted cost base of the exchanged shares, while under 
section 85.1 the receipt of non-share consideration will generally result in a gain regardless 
of the vendor's adjusted cost base. On the purchaser side, the purchaser's cost of the 
exchanged shares under section 85 will generally be the elected amount, while under 
section 85.1 it will be the lesser of the fair market value and the paid-up capital of the 
exchanged shares, regardless of whether the vendor chooses to realize a gain or loss on the 
transfer. 


Where both sections 85 and 85.1 may be applicable, the transferor and transferee can 
choose which section will apply, since if a valid election is filed pursuant to section 85, 
section 85.1 will not apply. Where more than one vendor exchanges shares under the same 
arrangement, the fact that one vendor files an election under section 85 will not preclude the 
application of section 85.1 to a transfer by another vendor. 


The section 85.1 rollover applies only if the vendor does not report any gain or loss 
otherwise determined, and all of the following conditions are met: 


(1) a Canadian corporation issues shares of a particular class to a taxpayer in 
exchange for shares of a particular class of another taxable Canadian corporation 
(section 85.1(1)); 


(2) the exchanged shares are capital property to the vendor (section 85.1(1)); 


(3) immediately prior to the exchange, the vendor and the purchaser corporation 
were dealing at arm's length (this determination is made without regard to any right 
of the purchaser referred to in section 251(5)(b) to acquire the exchanged shares) 
(section 85.1(2)(a)); 


(4) immediately after the exchange the vendor, persons with whom the vendor does 
not deal at arm's length, or the vendor together with such persons does not control 
the purchaser corporation or beneficially own shares of the purchaser having a fair 
market value of more than 50% of the fair market value of all its outstanding capital 
stock (section 85.1(2)(b)); 


(5) the vendor and the purchaser have not filed an election under section 85(1) or 
85(2) of the Act (section 85.1(2)(c)); 


(6) no consideration is received by the vendor for the exchanged shares other than 
shares of the particular class of the purchaser corporation, though the vendor may 
have disposed of other shares of the acquired corporation to the purchaser for 
consideration other than shares of a particular class (section 85.1(2)(d)); and 


(7) the vendor is not a foreign affiliate of a taxpayer resident in Canada at the end of 
the taxation year of the vendor in which the exchange occurs that has included any 
portion of the gain or loss from the disposition in its foreign accrual property 
income, or FAPI, for the year (section 85.1(2)(e)). 


Regarding the condition in (6) above, CRA has indicated that it understands section 85.1(2) 
(d) to mean that section 85.1(1) will apply where a vendor transfers shares to a purchaser 
corporation in exchange for shares and non-share consideration, provided that the 
purchaser's offer clearly indicates which fraction of each exchanged share is exchanged for 
newly issued shares and which fraction is exchanged for non-share consideration.+ It is 
therefore not uncommon for share exchange agreements, particularly in the context of 
takeover bids, to include allocation of consideration provisions that allocate shares and non- 


share consideration appropriately.2 CRA has also indicated that section 85.1 will generally 
apply where a vendor elects to receive cash or other non-share consideration in lieu of a 
fractional share. Moreover, if the amount of cash or other consideration in lieu of the 
fractional share does not exceed $200, CRA will allow the vendor either to ignore the partial 
disposition and reduce the adjusted cost base of the new shares by the amount received or to 


report the gain or loss relating to the partial disposition.2 


CRA takes the view that a right to receive additional shares in the future’ or a right to put 


the shares received to another person2 may be considered non-share consideration for 


purposes of section 85.1(2)(d). However, in a 2003 ruling, the adoption of a shareholder 
rights plan by the purchaser did not disqualify the transaction from the application of 
section 85.1.© It is unclear from the ruling whether this position was based on the fact that 
the rights were granted under a plan of arrangement whereby similar rights granted 
previously by the target corporation were cancelled, or on the fact that the rights had no 
material value, or both. 


The preamble to section 85.1(1) requires that shares of a "particular class" be issued in 
exchange for the transfer of shares of a "particular class" of another corporation, and 
section 85.1(2)(d) prohibits, along with non-share consideration, the issuance of shares 
other than shares of the "particular class." CRA's position on the issuance of shares other 
than shares of a particular class generally parallels its position on non-share consideration: 
a vendor can receive shares of one class for some exchanged shares and shares of another 
class for other exchanged shares without affecting the rollover provided that the manner in 


which the shares were exchanged for the different classes is clear.2 


It should be noted that while section 85.1(1) may apply notwithstanding the receipt of non- 
share consideration, as described above, the tax treatment to the vendor in such 
circumstances will likely be different from the tax treatment under section 85(1). For 


example, if a vendor transfers a share with a fair market value of $100 and an adjusted cost 
base of $50 in exchange for a share of the purchaser and $50 cash, under section 85.1(1) 
(assuming that the share consideration is allocated to one-half of the exchanged share and 
the cash consideration is allocated to the other half) the vendor will receive a rollover on 
one-half of the exchanged share and a fair market value disposition, resulting in a $25 
capital gain, on the other half. If the same transaction were to occur on a section 85(1) 
rollover and the vendor elected at its adjusted cost base, the vendor would be deemed to 
dispose of the exchanged share at $50 and would not realize any gain. 


Section 85.1(2.2) extends the rollover in section 85.1(1) to shares issued to a trust on a plan 
of arrangement in respect of publicly traded shares. More particularly, section 85.1(2.2) 
deems a share issued by a Canadian corporation to a trust under a court-approved plan of 
arrangement, in consideration for which a taxpayer disposes of shares of a taxable Canadian 
corporation that trade on a "designated stock exchange" to the purchaser corporation solely 
for shares of the purchaser that are widely traded on a "designated stock exchange," the 
issuance to the trust is deemed for purposes of section 85.1(1) to be an issuance to the 
taxpayer. A "designated stock exchange" is defined in section 248(1) as a stock exchange so 
designated under section 262(1), and generally includes the major Canadian and 
international exchanges.® The term "widely traded" is not defined in the Act and no guidance 
is provided in the Technical Notes to the legislation. Nor is it clear, from a policy perspective, 
why it should be necessary that the purchaser shares be widely traded. 


FOOTNOTES 


IP 


Folio S4-F5-C1, dated November 24, 2015, paragraph 1.7. 


INN 


See Darcy Moch and Stanely Ebel, "Share Reorganizations and Takeover Transactions," 2000 
Canadian Tax Foundation Conference, 8:1-20 at 11-14, for a useful discussion of this issue in the 
context of Onex Corporation's failed takeover bid for Canadian Airlines. 


|uo 


Folio S4-F5-C1, supra note 1. 


This includes a conditional right to receive additional shares under an "earnout." Round Table 
on Federal Taxation, 2002 APFF Conference, Q. 16, CRA Document 2002-0156865, dated 
October 11, 2002; Technical Interpretation, CRA Document 9RCT 5-8017, dated November 12, 
1985; and Technical Interpretation, CRA Document 9RCT 5-6740, dated December 28, 1984. 


Jon 


Head Office Memo, CRA Document 903666, dated February 11, 1991. 


In 


Advance Income Tax Ruling, CRA Document 2003-0005243, dated January 1, 2003. 


Folio S4-F5-C1, supra note 1. 


A list of designated stock exchanges can be found on the Department of Finance website: 
http://www. fin.gc.ca/act/fim-imf/dse-bvd-eng.asp. 
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6.1.1 Vendor Must Be a "Taxpayer" 


A "taxpayer" is defined in section 248(1) as a person, whether or not liable to pay tax. CRA 
has raised the question whether a non-resident who disposes of shares that are not taxable 
Canadian property, and who is not otherwise taxable under the Act, constitutes a "taxpayer" 
and as such whether such a person can benefit from the rollover in section 85.1(1).2 This 
position appears to be based on the decisions in Oceanspan Carriers Ltd. v. R12 and Lea-Don 
Canada Ltd. v. Minister of National Revenue, though it is not clear that this position 
represents a correct application of these cases. 


CRA takes the view that a partnership constitutes a taxpayer for purposes of section 85.1(1), 
and so is entitled to benefit from the rollover./2 This position is based on the fact that a 
partnership is treated as a person resident in Canada under section 96(1) for purposes of 
computing the partners' income and on the basis of the language in section 85.1(2)(c), which 
provides that section 85.1(1) will not apply where a partnership has filed an election under 
section 85(2).43 


FOOTNOTES 


2 Technical Interpretation, CRA Document 9003617, dated July 31, 1990. CRA has also raised this 


question in the context of s. 85. See Advance Income Tax Ruling, CRA Document 2004-007954, 
dated January 1, 2004. 


10 Oceanspan Carriers Ltd. v._R., 1987 CarswellNat 340, 1987 CarswellNat 840, [1987] 1 C.T.C. 


210, 87 D.T.C. 5102 (Fed. C.A.). 


11 ea-Don Canada Ltd. v. Minister of National Revenue, 1970 CarswellNat 261, 1970 CarswellNat 
332, [1970] C.T.C. 346, 70 D.T.C. 6271 (S.C.C.). 


12 Folio S4-F5-C1, supra note 1, at paragraph 1.3. 


13 Technical Interpretation, CRA Document 2005-0150411E5, dated December 16, 2005 and 
Technical Interpretation, CRA Document 9RCT 5-6585, dated November 7, 1988. CRA takes the 
same position for ss. 51(1) and 86(1). 
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6.1.2 Effect on Vendor 


Even if all of the above criteria are met, the vendor can effectively opt out of the section 
85.1(1) rollover by including the gain or loss otherwise arising on the disposition in its tax 
return for the year.14 However, the stop-loss rules in sections 40(3.3) to (3.5) may apply to 
suspend any resulting loss. Subject to certain exceptions, sections 40(3.3) and 40(3.4) apply 
to suspend a loss realized by a corporation, trust or partnership on the disposition of capital 
property where, during the period that begins 30 days before and ends 30 days after the 
disposition, the transferor or a person affiliated with the transferor acquires the property or 
an identical property and such a person owns such property at the end of the period. Where 
these rules apply, the loss is deemed to be nil and will not be realized until the first to occur 
of a number of events, including the commencement of a 30-day period throughout which 
neither the transferor nor a person affiliated with the transferor owns such property. For 
these purposes, section 40(3.5)(b)(ii) deems a share acquired on an exchange to be identical 
to the exchanged shares if: (i) section 85.1 applied to the exchange; (ii) section 40(3.4) 
applied to suspend a loss realized on a prior disposition of the exchanged share; and (iii) 
such loss has not been released under section 40(3.4)(b).42 In other words, under section 
40(3.5)(b)(ii), a vendor can realize a loss on a disposition of a share to which section 85.1(1) 


applies, unless there is a suspended loss under section 40(3.4) in respect of the share.1& 


Provided that the vendor does not report the gain or loss otherwise determined, the vendor 
will be deemed by section 85.1(1)(a) to have disposed of the exchanged shares for proceeds 
equal to its adjusted cost base in the shares and to have acquired the shares of the purchaser 


for such amount.1Z Also, if the exchanged shares were taxable Canadian property to the 
vendor, the acquired shares will be deemed to be taxable Canadian property.t8 


In Tremblay c. R.,12 the Tax Court noted that there is nothing to prevent the simultaneous 
application of sections 85.1 and 84(2), so that a deemed dividend may arise on a share-for- 
share exchange to which section 85.1 applies, though it did not find that the conditions for 
the application of section 84(2) were met in that case. 


Section 85.1 may be used to facilitate a cash takeover bid where it is desirable to provide the 
vendors with a choice between capital gains treatment and dividend treatment. For 
example, if preferred shares are issued to the vendor with low paid-up capital and a 
redemption price equal to the fair market value of the exchanged shares, the subsequent 
redemption of the shares by the acquiring corporation will result in a deemed dividend 
under section 84(3) equal to the difference between the redemption amount and the paid-up 
capital. Such preferred shares could be issued on a section 85.1 exchange. A vendor who 


wished to have capital gains, rather than dividend, treatment would instead accept the cash 
offer. The decision to take capital gains treatment or dividend treatment will depend on 
whether the vendor is an individual or a corporation, the relative effective tax rates 
applicable to capital gains and dividends, and the application of anti-avoidance rules such as 


section 55(2).22 


FOOTNOTES 


14 section 85.1(1)(a) refers to the inclusion by the vendor of "any portion of" the gain or loss 
otherwise determined. This should not be read, however, to mean that the vendor can elect to 
report only part of any resulting gain or loss, since if any part of the gain or loss is reported, the 
vendor would not be entitled to the rollover and the entirety of the gain or loss (subject to the 
stop-loss rules) would therefore be realized. 


15section 40(3.5) only applies for purposes of ss. 40(3.3) and (3.4). There is no parallel deeming 
rule for individuals, who would be subject instead to the superficial loss rules in ss. 40(2)(g)(i) 
and 54. See §2.6 for a discussion of these rules. 


16Note that s. 40(3.5)(b)(ii) applies regardless of the relative values of the losses. For example, if a 
corporation incurs a $1,000 loss on a share on an exchange to which s. 85.1 applies and 
previously incurred a $5 loss on the share that was suspended under ss. 40(3.3) and (3.4), the 
full amount of the $1,000 loss will be suspended under s. 40(3.5)(b)(ii). 


17 where the exchanged shares have been held continually since December 31, 1971, ITAR s. 


26(26) will apply to deem shares exchanged under s. 85.1(1) (but not s. 85.1(3) or 85.1(5)) not 
to have been disposed of and to continue as the new shares, thereby preserving the "tax-free" 
zone. 


18cRA has expressed the view that the parallel provision in s. 85(1)(i) applies both to non-resident 
and resident taxpayers, so that a resident taxpayer who subsequently becomes a non-resident 
will hold deemed taxable Canadian property. See Technical Interpretation, CRA Document 2002- 
0127987, dated May 23, 2002. 


19 Tremblay c. R., 2009 CarswellNat 8, 2009 CarswellNat 1321, [2009] 4 C.T.C. 2127, (sub nom. 
Tremblay v. R.) 2009 D.T.C. 1043 (Fr.), 2009 D.T.C. 1204 (Eng.) (T-C.C. [General Procedure]), 
affirmed 2010 CarswellNat 3126, 2010 CarswellNat 1327, [2010] 6 C.T.C. 262, (sub nom. R. v. 
Vaillancourt-Tremblay) 2010 D.T.C. 5079 (Eng.) (F.C.A.). The Federal Court of Appeal, which 
affirmed the decision of the Tax Court, declined to opine on whether ss. 85.1 and 84(1) could 
apply concurrently. 


29S e¢ chapter 8 for a discussion of s. 55(2). 
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6.1.3 Effect on Purchaser 


If section 85.1 applies, the cost to the purchaser of each transferred share will be deemed by 
section 85.1(1)(b) to be the lesser of the fair market value of such share and the paid-up 
capital in respect of the share immediately before the exchange. This result may be 
contrasted with the result under section 85, where the purchaser's cost will be equal to the 
elected amount, which will generally be the vendor's adjusted cost base of the exchanged 
share. Moreover, section 85.1(1)(b) will apply to the purchaser regardless of whether the 
vendor opts out of the rollover by reporting the gain or loss on the transfer otherwise 
determined. Unlike section 85, therefore, section 85.1(1) will not necessary produce 
symmetry between the vendor's proceeds of disposition and the purchaser's cost of 
acquisition. 


2019 Thomson Reuters Canada Limited 
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6.1.4 Paid-up Capital of Issued Shares 


Section 85.1(2.1) limits the amount added to the paid-up capital of the shares issued by the 
purchaser on the exchange to the amount of the paid-up capital of the exchanged shares. It 
operates by reducing, under section 85.1(2.1)(a), the amount otherwise added to the paid-up 
capital of the issued shares by the amount by which such amount exceeds the paid-up capital 
of the exchanged shares. If more than one class of shares is issued on the exchange, the 
amount of the reduction will be allocated to each class in proportion to the amount of the 
increase in the paid-up capital of all of the issued shares. For example, if the purchaser 
corporation issues common shares with a paid-up capital of $250 and preferred shares with 
a paid-up capital of $750, three-quarters of any reduction in the paid-up capital would be 
allocated to the preferred shares and one-quarter to the common shares. 


Unlike the parallel provisions in sections 51(3), 85(2.1), and 86(2.1), the paid-up capital 
reduction under section 85.1(2.1) does not apply at the time of the issuance of the shares, 
but only at any time after the issuance. This means that, technically, it would be possible in 
certain circumstances for a deemed dividend to arise under section 84(1) on a section 
85.1(1) exchange notwithstanding the reduction. CRA has acknowledged this anomaly and 
has informed the Department of Finance.21 

Although the reduction to the paid-up capital of a class of shares under section 85.1(2.1)(a) 
is permanent, section 85.1(2.1)(b) provides for an increase to the paid-up capital of that 
class in the event of a subsequent deemed dividend in respect of the shares of that class ona 
redemption or a reduction of capital under any of section 84(3), (4) or (4.1) that is in excess 
of the deemed dividend that would have resulted in the absence of the reduction in paid-up 
capital under section 85.1(2.1)(a). The paid-up capital addition under section 85.1(2.1)(b) 
equals the lesser of: (i) the difference between any deemed dividends under sections 84(3), 
(4) and (4.1) and the amount of such dividends computed as if section 85.1(2.1)(a) did not 
exist; and (ii) the amount of prior paid-up capital reductions under section 85.1(2.1)(a). This 
provision is necessary to avoid double taxation because the full deduction from paid-up 
capital under section 85.1(2.1)(a) applies in computing the paid-up capital at any particular 
time after the issue of the new shares, including where the number of shares of the class, 
and by extension the stated capital of the class, has decreased. 


The operation of sections 85.1(2.1)(a) and (b) may be illustrated in the following example: 
Assume that a taxpayer owns common shares of Corporation X with a fair market value and 
paid-up capital equal to $1,000 and $600, respectively. The common shares are exchanged 
for 100 preferred shares of Corporation Y that have a fair market value and stated capital 
equal to $1,000. Pursuant to section 85.1(2.1)(a), the paid-up capital of the preferred shares 


would be reduced by $400 to $600 (i.e., $6 per preferred share). Thus, if 60 of the 100 
preferred shares were redeemed for $600, the taxpayer would be deemed to receive a 
dividend of $240. Absent section 85.1(2.1)(b), if, at a later point in time, the remaining 40 
preferred shares were redeemed, there would be a deemed dividend of $400, since the paid- 
up capital of the class would be nil (i.e., the stated capital of $400 less the section 85.1(2.1) 
(a) reduction of $400). However, section 85.1(2.1)(b) would apply to increase the paid-up 
capital of the remaining preferred shares and correct the double taxation that would 
otherwise result on their redemption. As a result of section 85.1(2.1)(b), the paid-up capital 
of the 40 preferred shares would be increased by $240, being the lesser of the deemed 
dividend of $240 resulting from the previous redemption and the $400 reduction in paid-up 
capital under section 85.1(2.1)(a). This corresponds to the paid-up capital attributed to each 
preferred share at the time of issuance, as reduced under section 85.1(2.1)(a) — i.e., $6 per 
preferred share (or $240 in aggregate for the remaining 40 preferred shares). 


As with section 85.1(1)(b), section 85.1(2.1) will apply regardless of whether the vendor 
reports the gain or loss on the transfer.22 


FOOTNOTES 


21 Technical Interpretation, CRA Document 2008-0293401E5, dated February 26, 2009. 


22Folio S4-F5-C1, supra note 1 at paragraph 1.16. 
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6.2 Exchanges Involving Foreign Affiliates 


Section 85.1(3) applies, subject to the exceptions in section 85.1(4), where a taxpayer 
disposes of shares of a foreign affiliate of the taxpayer to another corporation that 
immediately following the exchange is a foreign affiliate of the taxpayer, for consideration 
that includes shares of the acquiring affiliate, provided that the shares disposed of are 
capital property to the taxpayer. Since it is limited to transactions where the acquiring 
affiliate and the transferred corporation are foreign affiliates of the vendor, section 85.1(3) 
applies only to Canadian resident vendors. 


Where section 85.1(3) applies: 


(1) the cost to the vendor of any non-share consideration receivable on the 
disposition is equal to the fair market value of such consideration (section 85.1(3) 


(a)); 


(2) the cost to the vendor of the shares of the acquiring affiliate is the vendor's 
adjusted cost base of the exchanged shares less the fair market value of any non- 
share consideration, and where more than one class of shares is issued, such cost is 
pro-rated among the classes on the basis of the fair market value of the shares of 
each class issued on the exchange (section 85.1(3)(b)); 


(3) the vendor's proceeds of disposition for the exchanged shares are equal to the 
aggregate of the amounts determined under items (1) and (2) above (section 85.1(3) 
(c)); and 


(4) the cost to the acquiring affiliate of the exchanged shares is equal to the amount 
determined under item (3) above (section 85.1(3)(d)). 


Thus, as a result of section 85.1(3)(c), the vendor will realize a capital gain equal to the 
difference, if any, between the fair market value of any non-share consideration and the 
adjusted cost base to the vendor of the exchanged shares. Since the transferred corporation 
is a foreign affiliate, the vendor may be able to elect under section 93(1) to treat all or part of 
any capital gain as a dividend (and not as a capital gain) received from such affiliate. 


Section 85.1(4)(a) denies the rollover under section 85.1(3) if the exchange is part of a 
transaction or event or a series of transactions or events for the purpose of disposing of the 
shares of the transferred affiliate to a person or partnership (other than another foreign 
affiliate of the vendor in respect of which the vendor has a "qualifying interest" at the time of 
the transaction or event or throughout the series) with whom the vendor was dealing at 
arm's length and if all or substantially all of the property of the transferred affiliate is 


excluded property.22 Section 95(2)(m) provides that a taxpayer has a "qualifying interest" in 
a foreign affiliate if, in general terms, the taxpayer directly or indirectly holds shares 
entitling it to not less than 10% of the votes and value of the affiliate. 


Section 85.1(4)(a) is an anti-avoidance provision and relates to the definition of foreign 
accrual property income, or FAPI, in section 95(1). The FAPI of a controlled foreign affiliate 
of a taxpayer is included in the taxpayer's income on a current basis under section 91(1). 
Under item B of the definition of FAPI, a capital gain in respect of the disposition of excluded 
property (other than dispositions of excluded property to which certain provisions apply) is 
not included in FAPI. Excluded property is defined in section 95(1) to include property used 
or held in an active business and shares of another foreign affiliate all or substantially all the 
property of which is excluded property. But for section 85.1(4)(a), a Canadian resident 
shareholder would be able to transfer excluded property shares of one affiliate to a second 
affiliate on a rollover basis, followed by a tax-deferred sale by the acquiring affiliate of the 
transferred affiliate shares to an arm's length person. The capital gain would be included in 
the acquiring affiliate's hybrid surplus, and as such would not be subject to Canadian tax 
unless and until the acquiring affiliate paid a dividend to the taxpayer out of hybrid surplus. 
In other words, in the absence of section 85.1(4)(a), the taxpayer would be able to use 
section 85.1(3) to avoid or defer the capital gain that would otherwise have been realized if it 
sold the shares to the arm's length purchaser directly. Section 85.1(4)(a) is designed to 
counter this potential tax avoidance technique. 


Section 85.1(4)(b) denies the rollover under section 85.1(3) where the taxpayer's adjusted 
cost base of the transferred shares is greater than the proceeds of disposition it would 


otherwise receive: i.e., where there is an unrealized loss in respect of the shares.24 The 
stated intention of this rule is to prevent a taxpayer from shifting the unrealized loss to the 
acquiring affiliate (and, presumably, using the loss to create a hybrid deficit or foreign 
accrual property loss) or doubling up the loss. The loss would, instead, either be triggered in 
the hands of the taxpayer or, where the taxpayer and the purchasing affiliate are affiliated, 


be subject to the loss suspension rules in sections 40(3.3) and (3.4).22 


FOOTNOTES 


23CRA has indicated that it may apply GAAR or s. 95(6)(b) to certain transactions that are 
designed to avoid the application of s. 85.1(4). See Income Tax Technical News No. 34, dated 
April 27, 2007 and Income Tax Technical News No. 36, Example 4, dated July 27, 2007. See also 
Technical Interpretation, CRA Document 9414059(E), dated October 25, 1994, where CRA 
indicates that s. 85.1(4) will not apply where a Canadian corporation transfers all of the shares 
of a foreign affiliate to another foreign affiliate, following which the acquiring affiliate issues 
shares to the public and the Canadian corporation disposes of some of its shares of the 
acquiring affiliate to the public. 


24Section 85.1(4)(b) is effective for dispositions occurring after August 19, 2011. 


2535¢¢@ §2.6.1(a) for a discussion of these rules. 
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Where the exchange of shares of a non-resident corporation by a taxpayer for shares of 
another non-resident corporation is not eligible for the rollover in section 85.1(3), a rollover 
may nevertheless be available under section 85.1(5). The eligibility rules for section 85.1(5) 
(contained in sections 85.1(5) and (6.1)) largely parallel those for a domestic rollover under 
section 85.1(1). Section 85.1(5) will apply if all of the following conditions are met: 


(1) the transfer is not a transfer of shares of a foreign affiliate of a taxpayer to 
another foreign affiliate of the taxpayer to which section 85.1(3) or 95(2) applies 
(section 85.1(5)); 


(2) a non-resident corporation issues shares to a taxpayer in exchange for shares of 
another non-resident corporation (section 85.1(5)); 


(3) the shares exchanged constitute capital property to the vendor (section 85.1(5)); 


(4) the vendor has not included any part of the gain or loss otherwise arising on the 
disposition in its tax return for the year (section 85.1(5)); 


(5) immediately prior to the exchange the vendor and the purchaser were dealing at 
arm's length (this determination is made without regard to any right of the 
purchaser referred to in section 251(5)(b) to acquire the exchanged shares) (section 
85.1(6)(a)); 


(6) immediately after the exchange the vendor, persons with whom the vendor does 
not deal at arm's length, or the vendor together with such persons does not control 
the purchaser corporation or beneficially own shares of the purchaser having a fair 
market value of more than 50% of the fair market value of all its outstanding capital 
stock (section 85.1(6)(b)); 


(7) no consideration is received by the vendor for the shares exchanged other than 
issued shares of the purchaser corporation, though the vendor may have disposed of 
other shares of the transferred corporation for non-share consideration (section 
85.1(6)(c)); 


(8) the vendor is not a foreign affiliate of a taxpayer resident in Canada at the end of 
the taxation year of the vendor in which the exchange occurs that has included the 
gain or loss otherwise determined from the disposition in calculating its FAPI for the 
year (section 85.1(6)(d)); and 


(9) the vendor is not a foreign affiliate of a taxpayer resident in Canada at the end of 


the taxation year of the vendor in which the exchange occurs in respect of which the 
exchanged shares are excluded property, as defined in section 95(1) (section 85.1(6) 
(e)). 


The language in section 85.1(6)(c), which contains the prohibition against non-share 
consideration, generally tracks that in section 85.1(2)(d). CRA has indicated that, as with an 
exchange under section 85.1(1), a rollover will generally be available under section 85.1(5) 
where the vendor receives cash or other non-share consideration in lieu of a fractional 
share, provided that the purchaser's offer clearly states which fraction of each exchanged 
share is exchanged for shares and which is exchanged for non-share consideration.2® It 
should be noted that, unlike sections 85.1(1) and 85.1(2)(d), there is no reference in sections 
85.1(5) and 85.1(6)(c) to shares of a "particular class." Thus, a vendor can receive shares of 
one class for some exchanged shares and shares of another class for other exchanged shares 
without having to rely on CRA's administrative position. 


Section 85.1(5) requires that the purchaser issue its shares to the vendor in consideration 
for the exchanged shares. Where a corporation delivers its shares to the vendor without 
issuing them out of treasury (such as in a jurisdiction where a corporation can hold shares in 
itself), this requirement for the rollover will not be met. However, in 2005, the Department of 
Finance issued a comfort letter (albeit one that appears to be limited to the exchange of 
listed shares for shares that become listed) indicating that it would recommend that section 


85.1(5) be amended to replace the requirement that the shares be issued with the broader 
27 


requirement that the vendor acquire the shares of the foreign purchaser.=+ 

CRA has indicated that it will not apply section 85.1(5) to a foreign merger (in respect of 
which section 87(8.1) is not available) where the taxpayer is seeking a rollover for the shares 
of the corporation that is the surviving corporation. CRA indicates that while a rollover may 
be available under section 51, the rollover would not be available under section 85.1(5) in 
such a situation, because there is not an exchange of shares of one corporation for shares of 
another corporation; rather, following the relevant corporate law, there is an exchange of 
shares of the predecessor corporation for the shares of the merged corporation, which is the 
same surviving corporation.2® It is not clear whether this should be understood to suggest 
that where the taxpayer is seeking a rollover for the shares of a corporation that ceases to 
exist on the merger the section 85.1(5) rollover may be available in respect of the merger. 


Where a foreign corporation merges with another corporation and on the merger the 
taxpayer is issued shares in exchange for his stock option rights in the predecessor, section 


85.1(5) will not apply to defer the recognition of any benefit under section 7.22 


If section 85.1(5) applies, the vendor will be deemed to have disposed of the exchanged 
shares for proceeds equal to its adjusted cost base of the shares and will be deemed to have 
acquired the issued shares at a cost equal to such adjusted cost base. Also, if the exchanged 
shares were taxable Canadian property to the vendor, the acquired shares will be deemed to 
be taxable Canadian property. 


Unlike section 85.1(1), section 85.1(5) does not operate to determine the cost to the 
purchaser of the shares that it acquires, which should therefore be determined for Canadian 


tax purposes without regard to the rollover.22 


Section 85.1(6.1) extends the rollover in section 85.1(5) to shares issued to a trust on a plan 
of arrangement in respect of publically traded shares. More particularly, section 85.1(6.1) 
deems a share issued by a foreign corporation to a trust under a court-approved plan of 
arrangement, in consideration for which a taxpayer disposes of shares of a foreign 
corporation that trade on a "designated stock exchange" to the purchaser corporation solely 
for shares of the purchaser that are widely traded on a "designated stock exchange," the 
issuance to the trust is deemed for purposes of section 85.1(5) to be an issuance to the 


taxpayer.24 See the discussion, at the end of §6.1 above, of the parallel domestic rule in 
section 85.1(2.2) regarding the terms "designated stock exchange" and "widely traded." 


FOOTNOTES 


26T echnical Interpretation, CRA Document 2015-0614981E5, dated August 23, 2016, CRA 


Document 2011-039289117, dated February 8, 2011 and Technical Interpretation CRA 
Document 2000-0000765, dated June 2, 2000. See §6.1 for a discussion of s. 85.1(2)(d). 


27 Department of Finance Comfort Letter, dated December 16, 2005. While worded slightly 
differently, s. 85.1(1) contains the same requirement that the purchaser issue shares to the 
vendor on the exchange. However, since it is generally not possible under Canadian corporate 
law for a corporation to hold shares in itself (either by virtue of statutory prohibitions or the 
rule in Trevor v. Whitworth, (1887) L.R. 12 App. Cas. 409 (U.K. H.L.)), the problem addressed by 
the comfort letter does not arise in the domestic context. 


28-Technical Interpretation, CRA Document 2000-0027787, dated April 18, 2002. CRA also notes 


that the rollover would not be available because the merged corporation does not "acquire" the 
shares of the predecessor corporation. It is not clear what is intended here, since s. 85.1(5) 
requires that the shares be "exchanged" not "acquired." 


29 Technical Interpretation, CRA Document 2000-0027787, dated June 19, 2000. 


39The purchaser's cost in the acquired shares for Canadian tax purposes may be relevant, for 


example, if the shares constitute taxable Canadian property or if the purchaser is a foreign 
affiliate of a Canadian taxpayer. 


31 section 85.1(6.1) applies in respect of exchanges that occur after June 2005. A taxpayer can 
elect to have the provision not apply in certain circumstances in respect of exchanges that occur 
before November 5, 2010. 
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6.4 Cross-Border Share-for-Share Exchanges 


The Act does not currently provide for a rollover where shares of a Canadian corporation are 
exchanged for shares of a non-resident corporation, or (except where section 85 applies) 
where shares of a non-resident corporation are exchanged for shares of a Canadian 
corporation. In its 2000 Economic Statement and Budget Update, the Department of 
Finance indicated that it was considering rules to allow for cross-border share-for-share 


exchanges.22 While its commitment to providing these rollover rules was subsequently 
reaffirmed, albeit not since 2005,22 no such legislation has been introduced. 


A rollover can be achieved, however, on the acquisition of shares of a Canadian corporation 
by a non-resident corporation with the use of exchangeable shares. The basic transaction 
consists of the transfer of the shares, by the shareholders of the target, to a Canadian 
subsidiary of the non-resident corporation in consideration for the issuance of shares by that 
Canadian subsidiary that are exchangeable for shares of the non-resident corporation. The 
transaction may be structured to fit within the rollover rule in section 85 or 85.1(1). 
However, since such exchangeable share transactions typically involve non-share 
consideration in the form of a guarantee by the parent of the subsidiary's obligations, the 
right to put the exchangeable shares to the parent and/or voting rights in the parent, 
exchangeable share transactions that rely on section 85.1(1) must be structured to avoid the 
application of section 85.1(2)(d) (for example, by clearly allocating the non-share 
consideration to a portion of the exchanged shares). Alternatively, the transaction may occur 
by way of a reorganization of the capital of the target to which section 86 applies, whereby 
the shareholders' shares of the target are exchanged for the exchangeable shares.24 

There is a risk that an exchangeable share transaction could come within the definition of 
"derivative forward agreement" in section 248(1). Generally, if the agreement to dispose of 
the exchangeable shares constitutes a derivative forward agreement, any gain or loss 
realized on the shares would be on income account, under section 12(1)(z.7) or 20(1)(xx), 
respectively. Under section (c) of the definition of derivative forward agreement, a sale 
agreement will constitute a derivative forward agreement if the taxpayer's return on the 
property sold is attributable to an underlying interest (with certain limited exceptions) and 
the agreement has the effect of eliminating a majority of the taxpayer's risk of loss and 
opportunity for gain in respect of the property for a period of more than 180 days. In other 
words, the derivative forward agreement rules will not apply where the taxpayer's economic 
exposure is based primarily on the property being sold, even if there is a derivative 
component to the sale agreement. In the October 2013 Technical Notes to the definition of 
derivative forward agreement, the Department of Finance provides the following example 
concerning exchangeable shares: 


A taxpayer owns 100 shares of Yco, a Canadian corporation. The terms of the Yco shares contain a right to 
redeem the shares (along with a limited right for Yco to retract) at any time in exchange for shares of Zco, 
a publicly traded foreign corporation, or an amount of cash determined by reference to the value of the 
Zco shares. The value of the Yco shares therefore tracks the value of the Zco shares. The taxpayer 
provides Callco, a Canadian corporation, with a call right that entitles it to purchase the taxpayer's Yco 
shares for a price determined by reference to the value of a corresponding number of Zco shares. In this 
situation, the taxpayer would retain a sufficient economic exposure to the Yco shares and the agreement 
to sell its Yco shares would therefore not be a derivative forward agreement. 


Conversely, if the Yco shares do not have an embedded exchange right and instead, the taxpayer enters 
into an agreement to sell the Yco shares more than 180 days in the future for a price determined by 
reference to the value of the Zco shares, the agreement would be a derivative forward agreement. 


CRA has refused to provide any guidance as to why the second fact pattern would constitute 
a derivative forward agreement while the first would not, noting only that many standard 
exchangeable share transactions will not be derivative forward agreements because the risk 
of loss and opportunity for profit associated with the exchangeable shares will generally be 
very similar to the risk of loss and opportunity for profit associated with the securities for 


which they can be exchanged.22 


FOOTNOTES 


32Department of Finance, Economic Statement and Budget Update, dated October 18, 2000 at 
161. 


33. See Department of Finance, 2005 Budget, dated February 23, 2005 at 410. 


34 For a discussion of exchangeable share transactions in this context, see R. Ian Crosbie, 
"Canadian Income Tax Issues Relating to Cross-Border Share Exchange Transactions," 1997 
Corporate Management Tax Conference (Toronto: Canadian Tax Foundation, 1998), 12: 1-36. 
See §4.1 for a discussion of s. 86. 


350TF Annual Tax Conference, CRA Round Table, Q. 1, CRA Document 2014-0546701C6, dated 
December 2, 2014. 


2019 Thomson Reuters Canada Limited 
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7 — AMALGAMATIONS 


An amalgamation is the combination or merging of two or more corporations to form a 
single, new corporation. It is a convenient form of corporate reorganization because the 
corporate and conveyancing steps required are relatively straightforward. When the 
amalgamation is of a parent corporation and one or more wholly-owned subsidiaries or of 
wholly-owned subsidiaries of a parent corporation, a simplified corporate procedure is 
available (commonly referred to as a "vertical short-form amalgamation" or a "horizontal 
short-form amalgamation" respectively). Amalgamations are also attractive because the 
rules in the Act relating to amalgamations are generally designed to allow an amalgamation 
to take place without adverse tax consequences on a tax-deferred rollover basis. 
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7.1 Definition 


Although the term "amalgamation" is often used to refer to any type of business combination 
or merger, under the Canada Business Corporations Act (the "CBCA") (and the provincial 
and territorial business corporation statutes) there is a specific amalgamation procedure. 
The definition of a qualifying amalgamation under the Act is intended to accommodate the 


statutory amalgamation provided in the corporate legislation.+ 


There remains some question whether, for the purposes of the Act, an amalgamated 
corporation is a new corporation or a continuation of the amalgamating corporations. For 
corporate law purposes, whether an amalgamated corporation is a new corporation or a 
continuation of the amalgamating corporations depends on the corporate legislation in the 


relevant jurisdiction. The leading case is R. v. Black & Decker Manufacturing Co.2 in which 
the Court examined the provisions of section 137(1) of the Canada Corporations Act, which 
provided that "any two or more companies to which this Part applies may amalgamate and 
continue as one company," to determine that the amalgamated corporation was merely a 
continuation of the amalgamating corporations. Dickson J. stated the following: 


Whether an amalgamation creates or extinguishes a corporate entity will, of course, depend upon the 
terms of the applicable statute, but as I read the Act [Canada Corporation Act], in particular s. 137, and 
consider the purposes which an amalgamation is intended to serve, it would appear to me that upon an 
amalgamation under the Canada Corporations Act no "new" company is created and no "old" company is 
extinguished. The Canada Corporations Act does not in terms so state and the following considerations in 
my view serve to negate any such inference: (i) palpably the controlling word in s. 137 is "continue". That 
word means "to remain in existence or in its present condition"—Shorter Oxford English Dictionary. The 
companies "are amalgamated and are continued as one company" which is the very antithesis of the 
notion that the amalgamating companies are extinguished or that they continue in a truncated state; (ii) 
the statement in s. 137(13)(b) that the "amalgamated company possesses all the property, rights ..." If 
corporate birth or death were envisaged, one would have expected to find, in the statute, some provision 
for transfer or conveyance or transmission of assets and not simply the word "possesses", a word which 
re-enforces the concept of continuance; (iii) letters patent of amalgamation are obtained for the purpose 
of "confirming the agreement" (s. 137(11)), in marked contrast to letters patent of incorporation which 
expressly create a body corporate and politic; (iv) the French version of s. 137(1), perhaps better than the 
English version, serves to express what has occurred, "Deux ou plus de deux compagnies ... peuvent 
fusionner et continuer comme une seule et méme compagnie". The effect is that of blending and 
continuance as one and the selfsame company; (v) the Act contains a number of express provisions 
whereby the life of corporate creations may be terminated—Videlicet where a company carries on 
business not within the scope of its objects (s. 5(4)), or forfeits its charter (s. 31), or surrenders its charter 
(s. 32), or is dissolved (s. 133(11)). The Act is silent on the extinction of companies by amalgamation; (vi) 
if Parliament had intended that a company by the simple expedient of amalgamating with another 
company could free itself of accountability for acts in contravention of the Criminal Code or the Combines 
Investigation Act or the Income Tax Act, I cannot but think that other and clearer language than that now 
found in the Canada Corporations Act would be necessary.2 


Whether an amalgamated corporation is a new corporation or a continuation of the 
amalgamating corporations for income tax purposes may depend on whether the 


amalgamation meets the requirements of section 87(1).4 Section 87 applies only to 
amalgamations that meet the specific requirements set out in it. There are no specific 
provisions in the Act dealing with the tax consequences of an amalgamation that does not 
come within the provisions of section 87(1). Therefore, it is possible that a particular merger 
would be viewed as a sale of shares or assets or a winding-up of one or more of the 
corporations involved in the merger with resulting tax consequences to the corporation or 
the shareholders or both. 


The CRA has stated that the tax implications of an amalgamation that does not meet the 
specific requirements of section 87(1) will depend on the applicable corporate law of the 


relevant jurisdiction.2 Thus, where the applicable corporate law provides that the 
predecessor corporations cease to exist and that a new corporation is formed on the 
amalgamation, the amalgamated corporation will also be considered to be a new corporation 
for tax purposes. Where the applicable corporate law is of the "continuation type" that is 
currently in effect in all of the jurisdictions in Canada (i.e., the type that was considered by 
the Supreme Court of Canada in the Black & Decker case), the amalgamated corporation 


will be considered to be a continuation of the amalgamating predecessor corporations and 
6 


not a new corporation.2 
Where the merger or amalgamation is effected pursuant to a "continuation" type corporate 
statute, but does not satisfy the requirements of section 87(1), there is authority that the 
amalgamated corporation will be viewed as the same corporation as its predecessors with 


the same tax attributes. In Envision Credit Union v. R.4, the court considered an 
amalgamation deliberately designed to fall outside section 87(1). Two credit unions 
amalgamated under the Credit Union Incorporation Act of British Columbia, which provided 
that "two or more credit unions... may amalgamate and continue as one credit union." At 
the time of the amalgamation, each of the predecessor credit unions transferred interests in 
real property to a subsidiary corporation in an attempt to ensure that the requirement in 
section 87(1)(a) was not satisfied. 


On the basis that the rules in section 87(2)(d) dealing with depreciable property (discussed 
at §7.2.4) did not apply, the taxpayer argued that its capital cost of depreciable property was 
the aggregate capital cost of that property to its predecessor corporations but that it was not 
required to deduct, in computing the undepreciated capital cost of that property, capital cost 
allowance claimed by its predecessor section. On the basis of the continuation-type 
language in the governing statute, the Tax Court found the taxpayer was a continuation of its 
predecessors, relying on the statement in Black & Decker that: 


... the effect of the statute, on a proper construction, is to have the amalgamating companies continue 
without subtraction in the amalgamated company, with all their strengths and their weaknesses, their 
perfections and imperfections, and their sins, if sinners they be. Letters Patent of Amalgamation do not 
give absolution. 


On that basis, the tax attributes of the amalgamating corporations, including the capital cost 
allowance claimed by them, carried forward into the amalgamated corporation because, if 
not, something "has been subtracted from each of these companies." While this result can be 
supported for tax policy reasons, the possibility that an amalgamation could be effected ona 


rollover basis while avoiding the operation of section 87 raises a number of issues, 
particularly where predecessor corporations do not have the same status for tax purposes or 
have different tax attributes such as taxation year ends. This uncertainty may have led the 
Federal Court of Appeal, in affirming the Tax Court's decision, to both endorse the Tax 
Court's application of the Black & Decker principle and revisit whether the amalgamation 
was governed by section 87. 


The taxpayer had argued that certain property of the predecessor corporations was not 
acquired by the amalgamated corporation because it acquired shares of the company to 
which the assets were transferred simultaneously with the amalgamation. The Federal Court 
of Appeal disagreed, finding that all of the property owned by the predecessor corporations 
became property of the amalgamated corporation, applying a tracing principle to support 
this conclusion: 


The transactions related to the merger thus merely changed the form of the predecessors' property that 
became property of Envision. That is, instead of becoming the owner of beneficial interests in the surplus 
assets on amalgamation, Envision became owner of the issued shares in 619, the value of which was set 
at the fair market value of the surplus assets. All the property owned by the predecessors immediately 
before the amalgamation can thus be traced directly to property owned by Envision after the 
amalgamation. 


Hence, the fact that the beneficial interest in the surplus properties was vested in Envision's 
wholly-owned subsidiary as of the moment of the amalgamation does not warrant a 
conclusion that the property of a predecessors did not become property of Envision for the 


purpose of paragraph 87(1)(a). The Exchequer Court had previously rejected this tracing 


argument in Palmer-McLellan (United) Ltd. v. Minister of National Revenue® 


The Supreme Court of Canada? found that Envision was "seized of the surplus properties at 
the moment of amalgamation" and left the larger issue — whether a non-qualifying 
amalgamation is governed by Black & Decker - as a question "for another day". The Court's 
decision was based on its reading of the relevant corporate statute as providing that the 
amalgamated credit union becomes the owner of all of the property of its predecessors at 
the time of amalgamation. It was therefore the amalgamated credit union which completed 
the transfer of the relevant properties to the subsidiary. The tracing argument was rejected 
on the basis that shareholders do not own the assets of the corporation. 


The result flowing from an amalgamation that meets the requirements of section 87(1) may 
differ from that for corporate law purposes because of the particular provisions of section 
87. Of particular importance are section 87(1) (discussed below) and section 87(2)(a) 
(discussed at §7.2.1), which provides that 


for the purposes of this Act, the corporate entity formed as a result of the amalgamation shall be deemed 
to be a new corporation the first taxation year of which shall be deemed to have commenced at the time of 
amalgamation, and a taxation year of a predecessor corporation that would otherwise have ended after 
the amalgamation shall be deemed to have ended immediately before the amalgamation. 


There are also numerous provisions, such as sections 87(2)(g.1) through (g.4), (j), (j.2) 
through (j.94), (1), (m.1), (q), (v), (z), (z.2), (jj), (kk), CD, (qq), (rr), (ss), (tt), and (uu), which 
provide that, for the purposes of a particular provision of the Act, the new corporation is 
deemed to be the same corporation as, and a continuation of, each predecessor corporation. 
Arguably, the existence of such deeming provisions implies that, for tax purposes, the 


predecessor corporations would otherwise cease to exist. This inference could also be drawn 
from sections 87(2)(d), (d.1), and (e), which prescribe rules for situations where depreciable 
or capital property "has been acquired" by the amalgamated corporation. This language 
suggests that an amalgamated corporation does not simply possess the assets of its 
predecessors but acquires such assets by virtue of amalgamation. This supports the 
proposition that the amalgamated corporation is a new corporation and not merely a 
continuation of its predecessors. 


The existence of the foregoing provisions is, however, not conclusive of the issue because 
there are other provisions in section 87 from which a contrary inference could be drawn. In 
order to fall within the scope of section 87, the specific requirements set out in sections 
87(1)(a), (b), and (c) must first be met. Section 87(1)(a) requires that all of the property of 
the predecessor corporations (with certain limited exceptions) "becomes" property of the 
amalgamated corporation by virtue of the merger. Similarly, section 87(1)(b) requires that 
all of the liabilities of the predecessor corporations (except amounts payable to any 
predecessor corporations) "become" liabilities of the amalgamated corporation by virtue of 
the merger. The use of the word "become(s)" suggests that on an amalgamation the 
predecessor corporations do not cease to exist but blend and continue as one and the 
selfsame company. The same inference could be drawn from section 87(2)(b) which 
prescribes rules for situations where property described in the inventory of an amalgamated 
corporation "includes" property that was described in the inventory of a predecessor 
corporation. Finally, former section 87(2)(w)22 provided that the amalgamated corporation 
could not deduct the restricted farm losses of a predecessor corporation. This again 
indicates the intention of the drafter that, unless otherwise expressly provided, the 
amalgamated corporation inherited the tax accounts of its predecessor corporations. In fact, 
this was the position taken by the minister in Guaranty Properties Ltd. v. R.1+ (discussed 
below). It should be noted, however, that in Guaranty Properties, MacGuigan J.A. expressly 
referred to the existence of the contrary inferences in section 87 and concluded that "these 
contentions tend to cancel each other out."!2 Accordingly, care should be exercised in 
relying on any one of these provisions, in isolation, to support a particular position with 
respect to the status of the amalgamated corporation. 


If an amalgamated corporation is a new corporation for tax purposes, it would only have 
those tax attributes specifically accorded to it by section 87. On the other hand, if the 
amalgamated corporation is properly characterized as a continuation of the amalgamating 
predecessors (except insofar as the determination of its first taxation year is concerned), the 
tax attributes of the predecessors would automatically flow through to the amalgamated 
corporation, unless the Act otherwise expressly provided. 


In Fawcett & Grant Ltd. v. Minister of National Revenue,/2 the issue of the existence or non- 
existence of a predecessor corporation after amalgamation was resolved by looking at the 
Quebec Companies Act in order to determine how that Act characterized an amalgamation. 
The Board concluded that, in Quebec, an amalgamation resulted in the creation of a new 
corporation and the disappearance of the predecessor corporations. As the Fawcett decision 
was based on the Board's interpretation of the Quebec Companies Act, the suggestion was 
that had it been a different jurisdiction, the result might have been different. One of the 


authorities cited in the case was Fraser and Stewart,/4 in which the authors, after reviewing 


the different corporate statutes, concluded as follows: 


The chief difference between the Acts is that in all jurisdictions except Manitoba and Quebec the 
amalgamated company is regarded as a continuation of the predecessor companies, while in Manitoba 
and Quebec the amalgamated company is regarded as a new incorporation.12 


In Scott v. Minister of National Revenue,1® the Board examined the legal effect of an 
amalgamation and concluded that, for the purpose of the Act and regardless of what the 
corporate law might be, an amalgamation results in the creation of a new corporation and 
not in the continuation of the old corporations. Mr. Fordham stated the following: 


While fully in agreement with Mr. Wilson's submissions as to the legal effect of amalgamation in Ontario, I 
find myself confronted with a not uncommon situation. It is that despite the provincial law believed to 
obtain, Parliament has seen fit to ordain that the opposite position shall prevail for the purposes of the 
Income Tax Act. [Mr. Fordham then quoted section 85I(2)(a) of the pre-1972 Act, the predecessor to 
section 87(2)(a).] Hence, although the provincial law reads to the contrary and hard as it may seem, our 
federal income tax legislation explicitly provides that the outcome of an amalgamation shall be deemed to 
be a new company. Deemed seems to be a favourite verb in income tax legislation. The word has been 
held to be conclusive in its import and immune to any attempted modification of its effect. Its use in the 
Act affords another instance of the proposition that black may be white, if Parliament so legislates. 
Consequently, the Board must regard Josco as constituting a new corporation that is foreign to either 
Norsco or Jomac.22 


In Palmer-McLellan (United) Ltd. v. Minister of National Revenue,12 Mr. Fordham recanted 
the position he had previously taken in the Scott case. He stated the following in obiter. 


The prevailing opinion, however, is that an amalgamated company is to be regarded as a continuation of 
the predecessor corporations and not as a new incorporation. Hence, if [section 85I(2)(a) of the pre-1972 
Act] were to be given the wide interpretation that the appellant asks for, this would be at variance with 
what has been decided in eight of the nine common law provinces ... it rather appears to me that [section 
851(2)(a)], which came into effect in 1958, was enacted primarily for the purpose of fixing the fiscal period 
to be recognized when assessing an amalgamated corporation under the Income Tax Act, whatever else— 
if anything—the Parliament of the day may have had in mind. I doubt that its provisions were ever 
intended to affect all pre-existing corporate rights and liabilities or to render nugatory for income tax 
purposes a factual position, such as the one now considered, that obtained prior to amalgamation.12 


On appeal to the Exchequer Court of Canada in Palmer-McLellan (United) Ltd. v. Minister of 
National Revenue,22 Thurlow J. stated the following:24 


Accepting that the statute requires that the appellant be treated as a new corporation for the purposes of 
the Income Tax Act such purposes, so far as relevant, are, as I see it, the measuring of its income for 
prescribed periods of time, including the determination of deductions to which it may be entitled, and the 
computation of its liability for tax. These purposes do not seem to me to require any inference to be made 
as to how the new corporation came into possession of whatever assets it had at the commencement of its 
fictitious existence. It is to be treated as a new corporation for the purposes I have mentioned but, as I see 
it, it is not to be treated as a new corporation for any other purposes and I see in section 85I no basis for 
treating the assets of such a corporation as having been acquired in any other manner than that in which 
they were in fact acquired, that is to say, the manner in which they were acquired by the amalgamating 
corporations. 


The new company contemplated by section 85I, simply starts off with certain assets and certain liabilities, 
that is to say, the assets and the liabilities of the amalgamating companies. With respect to such assets 
and liabilities nothing further is, as I see it, required for the purposes of the Income Tax Act; and if for the 
purpose of characterizing some item of assets or of liability, it becomes necessary to know its history that 
history, as I see it, is nought but its actual history. There is no need to take the further step of assuming 


some fictitious transaction or event conferring the asset on the fictitious new company or visiting it with 
the liability. 


Nor do I find in paragraphs (b) to (n) of section 851(2), which prescribe rules relating to a variety of 
subjects bearing on the computation of the income of an amalgamated corporation, anything which 
appears to me to conflict with this interpretation of section 851(2)(a) or to render it necessary to draw the 
suggested inference. Indeed the fact that the legislature specifically provided for certain fictitious 
assumptions to be made tends to confirm that others not provided for are not to be made. 


The conclusion that section 851(2)(a) (section 87(2)(a) of the current Act) is restricted to the 
measuring of the amalgamated corporation's income for prescribed periods of time is 
consistent with the heading of the provision "Taxation year" ("Taxation year of corporation" 
in the pre-1972 Act). Headings may be used as an aid to the interpretation of statutes where 


there is an ambiguity in the statutory provision in question.22 Notwithstanding the existence 
of some legal commentary to the contrary, given the contradictory inferences in, and 
uncertainty generated by, section 87(2)(a), this may be an appropriate approach in the 
circumstances. 


Notwithstanding the finding in Palmer-McLellan, in Deltona Corp. v. Minister of National 


Revenue,22 the Court determined that an amalgamated corporation was brought into 
existence by an amalgamation. This conclusion was based on an examination of the 
applicable corporate law, which in that case was the Canada Corporations Act. In view of the 
fact that the Supreme Court of Canada subsequently, in Black & Decker, ruled that the effect 
of the provisions in the Canada Corporations Act was to continue the old corporation and (by 
likely implication) not to create a new corporation, it is questionable as to how reliable an 


authority the Deltona case would be.24 


In Guaranty Properties Ltd. v. R.,22 the Federal Court of Appeal found that an amalgamated 
corporation is a continuation of its predecessor corporations for purposes of the provisions 
of the Act dealing with assessments. In Guaranty Properties, the corporate taxpayer, Forest 
Glenn (Dixie) Limited ("Dixie"), amalgamated with several other corporations on May 31, 
1978 to form a corporation also named Forest Glenn (Dixie) Limited ("Forest Glenn"). On 
November 28, 1980, Forest Glenn and three other corporations further amalgamated under 
Ontario law to form Guaranty Properties Limited ("Guaranty Properties"). Despite notice of 
this second amalgamation, the minister issued a notice of reassessment in 1981 and a notice 
of confirmation of that reassessment in 1982 in respect of tax payable for Dixie's 1976 tax 
year to Forest Glenn rather than to Guaranty Properties. The issue was whether the 
minister's reassessment was invalid because it was issued to Forest Glenn rather than to 
Guaranty Properties. In this case, it was the minister and not the taxpayer who argued that 
the deeming rule in section 87(2)(a) did not automatically lead to the conclusion that the 
predecessor corporations also ceased to exist. 


In the Federal Court, Trial Division, Rouleau J. found against the minister on the basis that 
section 87(1)(b) effectively deemed liabilities of a predecessor corporation to have become 
liabilities of the amalgamated corporation. Accordingly, Forest Glenn could not be 
reassessed for what had become a tax liability of Guaranty Properties. The Federal Court of 
Appeal reversed the decision of the Trial Division and allowed the minister's appeal. 
MacGuigan J.A., in rejecting the taxpayer's argument that a corporation ceased to exist after 
it had amalgamated with another corporation, upheld the validity of the reassessment and 


stated: 


Unfortunately for the respondent's analysis of paragraph 87(2)(a), it seems to me that the purpose 
Parliament had in mind was not to bring amalgamating corporations to an end but merely to give them a 
deemed year-end and the new corporation a deemed year-beginning. The words "shall be deemed to be a 
new corporation" are immediately followed by the clause "the first taxation year of which shall be deemed 
to have commenced at the time of the amalgamation." This subsequent clause I find to be a defining or 
restrictive relative clause, which limits the scope of the antecedent principal clause to the combined 
concept expressed by the two clauses. The amalgamated corporation is deemed new in that its first 
taxation year commences at the time of the amalgamation. To have created a non-defining or non- 
restrictive relative clause, the Parliamentary drafter would at the very least, have had to insert a comma 
after "a new corporation," or otherwise vary the syntax. The principal effect of paragraph 87(2)(a) is that, 
for income tax purposes, the amalgamated corporation is deemed to be a new taxpayer with a fresh 
taxation year as of the date of amalgamation. In sum, nothing in the paragraph evinces an intention on 
the part of Parliament to deem that the amalgamating taxpayer ceased to exist, much less that it should 
be relieved of liability for its own income taxes prior to the date of amalgamation. 


That the paragraph, indeed the entire section, deals with the computation of income is also an inference 
to be drawn from the fact that it falls under Division B of Part I of the Act which deals with the 
computation of income, as opposed to Part A [sic], which is concerned with liability for tax. As the 
appellant pointed out, it is Part A[sic] (section 2 of the Act) that constitutes the charging section. 


It may be noted that by its initial words subsection 87(1) is limited in its effect to the whole of section 87 
("In this section"), which would tend to negative any legislative ambition to establish a complete code on 


amalgamations for income tax purposes. (Emphasis added.)2® 


The decision in Guaranty Properties stands for the proposition that unless the relevant 
corporate law provides otherwise, the amalgamating predecessor corporations do not cease 
to exist, but continue in the form of the amalgamated corporation. The first paragraph of the 
passage quoted above may suggest that an amalgamated corporation, which is a 
continuation of its predecessors under the governing corporate law, will only be considered 
to be a new taxpayer for purposes of determining its first taxation year. With the addition of 
the second paragraph, the above passage also is consistent with the proposition that such a 
corporation is a new corporation for income computation purposes, albeit not for other 
purposes of the Act. (The notion that, on and after a specified date, a corporation shall not be 
considered to have any previous taxation years has a pervasive impact on the income- 
computation provisions of Division B, many of which entail the carrying forward of balances 
from prior taxation years.) Under the first and more restrictive view of section 87(2)(a), the 
amalgamated corporation would appear to inherit the tax attributes of its amalgamating 
predecessors even in the absence of the other deeming provisions of section 87 (assuming, 
of course, that the relevant corporate law provides for such continuity, which all of the 
Canadian corporate statutes presently do). On this view, section 87 would be rationalized as 
prescribing the continuity of certain tax attributes on an amalgamation where the relevant 
corporate law did not itself provide such continuity. As discussed above, at one time neither 
the Quebec nor Manitoba corporate statutes provided for continuity of the predecessor 
corporations on an amalgamation. Given the existence of "continuation" legislation in all of 
the current Canadian corporate statutes, it could be argued that Guaranty Properties has 
rendered section 87 largely superfluous. 


The Guaranty Properties case was applied in Pan Ocean Oil Ltd. v. R.,22 where the Federal 
Court of Appeal found that an amalgamation did not result in an acquisition of property by 
the amalgamated corporation for the purposes of the successor corporation rules in sections 


66(6) to (9) (currently section 66.7). In its decision, the Federal Court of Appeal quoted with 
the approval the excerpt from the decision in the Palmer-McLellan case quoted above, and, 
in particular, the statement that "there is no need to take the further step of assuming some 
fictitious transaction or event conferring that asset on the fictitious new company. . ." and 
added: 


The underlined passages make it clear, in my view, that the provisions of paragraph 87(2)(a) are 
applicable only to the amalgamated company's computation of income under Division B (including the 
"deductions to which it may be entitled") and, where necessary as a consequence thereof, to its 
computations of taxable income (Division C) and of tax (Division E). That is what this Court held in 
Guaranty Properties and the decision in that case should be limited to that holding. In particular, it should 
not be read as denying that the amalgamated corporation is deemed to be a new corporation for all 
purposes relating to computation of its income. 


The quoted passages from Palmer-McLellan supra. . .also make it plain, in my view, that the deemed 
"new" company, which, for tax purposes, came into being upon the amalgamation, did not "acquire" the 
property of the amalgamating companies which were merged into it; rather, such property "simply 
became" the property of the new company upon amalgamation. Indeed, if it were otherwise the 
remaining paragraphs of subsection 87(2) would have little purpose; for the most part they deal in detail 
with such parts of the property, assets and liabilities of the amalgamating companies which shall be 
deemed, for tax purposes, to have become part of the property, assets and liabilities of the new company 
and with the tax consequences thereof. Those provisions would be quite unnecessary if the Act were to 
regard the amalgamated companies being "new" solely for the purposes of establishing its first taxation 


year.28 


The finding in Pan Ocean that an amalgamation did not entail an acquisition of property for 
purposes of the successor corporation rules suggests that other provisions, such as sections 
87(2)(d), (d.1), (e), (e.1), (1), (1.3), (t), and (u), which refer to the acquisition of property of a 
predecessor corporation by the amalgamated corporation, are not applicable to most 
amalgamations. 


Pan Ocean was applied further by the Alberta Court of Queen's Bench in Canadian Roxy 


Petroleum Ltd. v. Alberta.22 The taxpayer corporation amalgamated with two wholly-owned 
subsidiaries where, prior to the amalgamation, it had "grandfathered" status with respect to 
certain Alberta corporate income tax credits. That status was available only to corporations 
in existence prior to the "grandfathering" date, which preceded the date of amalgamation. 
The taxpayer was reassessed to deny the credit on the basis that it was a new corporation 
established after the grandfathering date. 


The Court applied Pan Ocean to allow the appeal of the taxpayer, in particular relying on the 
finding in Guaranty Properties (and confirmed in Pan Ocean) that section 87(2)(a) applies 
only to the computation of income by the amalgamated company under Division B of the Act 
(including the deemed commencement of a new taxation year) and did not operate to deem 
the creation of a new corporation for other purposes. The Court found that the Alberta tax 
credit in question was not related to the computation of income or taxable income and that 
the amalgamation did not disqualify the taxpayer from the credit because it occurred after 
the "grandfathering" date. 


The Federal Court of Appeal re-visited this issue in the CGU Holdings case22 where the 
appellant corporation was formed on the amalgamation of three companies, one of which 
was a non-resident owned investment corporation (NRO) immediately before the 


amalgamation. The Tax Court relied in part on the statement in Pan Ocean that section 87(2) 
(a) applied only for the purpose of computing the amalgamated company's income under 
Division B and, where necessary, the computations of taxable income and of tax. The Court 
of Appeal did not accept this characterization, stating as follows: 


[40] The only issue which the Court had to decide was whether Pan Ocean Oil was deemed to be a new 
corporation for purposes of the successor rules. The observation that an amalgamated corporation is 
‘only’ a new corporation for the purpose of computing income under Division B and where necessary as a 
consequence thereof, to Divisions C and E is obiter. The Court did not decide, let alone consider whether 
paragraph 87(2)(a) deems an amalgamated corporation to be a new corporation for the purposes of the 
NRO provisions in Division F. 


[41] Considering this question, it is apparent that the new corporation rule in paragraph 87(2)(a) which is 
said to apply ‘for the purposes of this Act', would be rendered meaningless in the context of Division F, if 
its application was restricted, as the Appellant suggests, to the computation of income (Division B), and 
where necessary to the calculation of taxable income (Division C) and tax (Division E). Significantly, this 
would result in paragraph 133(8)(g) which provides that an amalgamated corporation is not an NRO 
unless all of its predecessors were NROs, being read out of the Act. In my respectful view, there is no 
reason to exclude Division F and in particular section 134.1 from the application of paragraph 87(2)(a) of 
the Act.31 


It remains to be seen whether this decision represents a significant widening of the scope of 
section 87(2)(a). 


CRA's general view as to the status of an amalgamated corporation is set out, in part, in 


paragraphs 1.13, 1.22 and 1.23 of Income Tax Folio ("Folio") S4-F7-C132 which provide as 
follows: 


New corporation 


1.13 Under the corporate law in most jurisdictions, the corporate entity formed as a result of an 
amalgamation is a continuation of the predecessor corporations and the predecessor corporations do not 
cease to exist upon an amalgamation. However, in the case of a qualifying amalgamation, paragraph 
87(2)(a) deems the amalgamated corporation to be a new corporation for the purposes of the Act. 


Continuation 


1.22 Since the corporation formed on a qualifying amalgamation is deemed by paragraph 87(2)(a) to bea 
new corporation, the remaining rules in subsection 87(2) are necessary to compute the new corporation's 
income. In general, these rules will deem the new corporation to be the same corporation as, and a 
continuation of, the predecessor corporations for the purposes of computing its income. However, in 
determining the tax consequences to the new corporation, reference should be made to the particular 
provision in question. 


1.23 If the Act is silent on the treatment of a particular tax attribute of a predecessor corporation, that 
attribute generally does not flow through to the new corporation on a qualifying amalgamation. 


The requirement that each predecessor corporation be a taxable Canadian corporation, as 
opposed to a Canadian corporation22 means that the rules in section 87 relating to 


amalgamations do not apply to an amalgamation of a tax-exempt Canadian corporation,24 a 
non-resident corporation with a taxable Canadian corporation or two or more non-resident 
corporations.22 Section 248(1) defines "taxable Canadian corporation" as a "Canadian 
corporation" not exempt from tax under Part I of the Act, and "Canadian corporation," at any 
time, as a corporation resident in Canada at the time and either incorporated in Canada or 


resident in Canada throughout the period beginning on June 18, 1971 and ending at that 
time. Section 250(4)(a) provides that any corporation incorporated in Canada after April 26, 
1965 is deemed to have been resident in Canada throughout a taxation year. For the 
purposes of section 250(4), where a corporation is granted articles of continuance in a 
jurisdiction, it is deemed to have been incorporated in that jurisdiction at the time of 
continuation (and not in any other jurisdiction) and at all times from the time of continuation 
until the time, if any, of continuation in a different jurisdiction: section 250(5.1)(b). 
Accordingly, a foreign corporation continued under a Canadian business corporations 
statute will be considered to have been incorporated in Canada and deemed to be resident in 
Canada from the time of continuation and will be a taxable Canadian corporation (if not tax- 


exempt).2© 


While the requirement that all of the property of the predecessor corporations becomes 
property of the new corporation specifically excludes amounts receivable by one 
predecessor corporation from another predecessor corporation or shares of one predecessor 
corporation owned by another predecessor, which will be cancelled on the amalgamation, 
there may be other property arising from transactions between predecessor corporations 
that will disappear as a result of the amalgamation, for example, amounts owing that are not 
yet receivable, leasehold interests, and options. However, CRA does not treat these 
circumstances as disqualifying the amalgamation,22 subject to its reservation with respect 
to leasehold interests, discussed below at §7.2.4.28 


Some corporate legislation provides shareholders who dissent from an amalgamation with a 
right to have their shares purchased at fair market value.22 Under this dissenting 
shareholder remedy, the question can arise as to whether, once the remedy has been 
invoked, the dissenting shareholder of the predecessor is a shareholder of the predecessor 
immediately before the merger or, if the shareholder is a shareholder immediately before 
the merger, whether the shareholder receives shares of the new corporation. In paragraph 
1.5 of Folio-S4-F7-C1, CRA states that an amalgamation will not necessarily be disqualified 
solely because dissenting shareholders receive non-share consideration by virtue of 
exercising a statutory right to dissent in regard to the amalgamation.42 However, where the 
number of dissenting shareholders is expected to be substantial, it is probably advisable to 
obtain an advance tax ruling to confirm this interpretation. 


The rules in section 87(1.1) provide that a short-form vertical or horizontal amalgamation, 
such as is permitted under sections 184(1) and (2) of the CBCA, will meet the amalgamation 
definition.44 In a short-form amalgamation, the shares of the parent (in a vertical 
amalgamation) or one of its wholly-owned subsidiaries (in a horizontal amalgamation) are 
not cancelled or exchanged for shares of the amalgamated corporation but the shares of the 
other predecessor corporations are cancelled without repayment of capital. Section 87(1.1) 
deems the shares of the corporation, the shares of which were not cancelled, to be shares of 
the new corporation received by virtue of the merger so that the requirements of section 
87(1)(c) can be met.42 Section 87(1.1) applies to the amalgamation of a parent and one or 
more of its wholly-owned subsidiaries and the amalgamation of two or more wholly-owned 
subsidiaries of the same parent. For this purpose, a wholly-owned subsidiary of a parent43 
(termed a "subsidiary wholly-owned corporation") is defined as a corporation all of the 
shares of which are owned by the parent a corporation that is itself a subsidiary wholly- 


owned corporation of the parent or a combination of the parent and corporations that are 
themselves subsidiary wholly-owned corporations: section 87(1.4). Thus, a wholly-owned 
subsidiary of a wholly-owned subsidiary is also a wholly-owned subsidiary of the parent. 
Similarly, where all the shares of a corporation are owned by the parent, and any of its 
wholly-owned subsidiaries, the corporation will be a wholly-owned subsidiary for purposes 
of this provision. 


Where a parent (Corporation A) has two wholly-owned subsidiaries (Corporations B and C), 
Corporation B has a wholly-owned subsidiary (Corporation D), and Corporation C has a 
wholly-owned subsidiary (Corporation E), it appears that, if there is a horizontal short-form 
amalgamation between Corporations D and E, the requirement under section 87(1)(c) will 
not be met. Notwithstanding that each of Corporation D and Corporation E are wholly- 
owned subsidiaries of Corporation A under the section 87(1.4) definition. This follows 
because, if the shares of Corporation D are cancelled while those of Corporation E are not 
cancelled (pursuant to, for example, section 184(2)(b)(i) of the CBCA), section 87(1.1) of the 
Act is not applicable with respect to the shares in Corporation D owned by Corporation B 
immediately before the merger because they were cancelled on the merger (although it is 
applicable with respect to the shares in Corporation E owned by Corporation C immediately 
before the merger because they were not cancelled on the merger). An ordinary 
amalgamation is therefore recommended in these circumstances in order that section 87(1) 
(c) can be complied with. 


Under section 182(1)(d) of the CBCA (and under certain provincial business corporations 
statutes), an amalgamation can occur (sometimes referred to as a triangular amalgamation) 
so that shareholders of a predecessor corporation receive shares of another corporation 
rather than shares of the amalgamated corporation. For example, a subsidiary of a parent 
may amalgamate with another corporation and the shareholders of the other corporation 
may receive shares of the parent rather than of the amalgamated entity. Section 87(9) 
applies to such a merger of two or more taxable Canadian corporations to form a new 
corporation that was controlled, immediately after the merger, a taxable Canadian 
corporation. On the merger, the parent issues its shares to the shareholders of a predecessor 
corporation. In these circumstances, the shares of the parent received by a shareholder of a 
predecessor corporation are deemed to be shares of the amalgamated corporation received 
by virtue of the merger: section 87(9)(a). Thus, the requirements of section 87(1)(c) will be 
met. An amalgamation described in section 87(9) is more fully discussed at §7.4. 
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7.2 Amalgamated Corporation 


Detailed rules in section 87 and other parts of the Act address the tax consequences to the 
amalgamated corporation of an amalgamation that meets the conditions in section 87(1).44 


FOOTNOTES 


44CRA's view is that ss. 87(1) and (2) apply to the amalgamation of two or more co-operative 
corporations (as defined in s. 136(2)). See Advance Tax Ruling, CRA Document 9821803(E), 
dated January 1, 1998. 
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7.2.1 Taxation Year 


The amalgamated corporation is deemed to be a new corporation, the first taxation year of 
which is deemed to commence at the time of the amalgamation, and the taxation years of the 
predecessor corporations are deemed to end immediately before the amalgamation: section 
87(2)(a). CRA's position*2 is that the time of amalgamation is generally the earliest moment 
on the effective date of the amalgamation under the relevant corporate law absent a 
specified time in the certificate of amalgamation. The amalgamation will occur at a 
particular time on the specified date where a time is specified in the amalgamation 
agreement or plan of arrangement. As a result, an amalgamation of two or more 
corporations effectively changes the fiscal period (and therefore the taxation years — see 
section 249(1)(a)) of the predecessor corporations and permits the amalgamated 
corporation to adopt a fiscal period to suit its own needs. In the absence of an amalgamation 
or change of control, a change in the fiscal period of a corporation generally requires the 


concurrence of the minister.4& Although section 87(2)(a) deems the amalgamated 


corporation to be a new corporation, the instalment base of the amalgamated corporation 
for its first and second taxation years will be computed by reference to the first instalment 


base of each predecessor in its last taxation year and to the tax payable by each predecessor 
47 


in its last taxation year.=+ 

The date on which an amalgamation becomes effective can be very important because of the 
impact upon the taxation years of the predecessor corporations and the amalgamated 
corporation. If it is desired to have the predecessors’ taxation years end upon the last day of 
their normal taxation years, the amalgamation should be made effective under corporate law 
on the next following day. For example, if the articles of amalgamation are effective January 
1, the last taxation years of the predecessor corporations will be deemed to have ended on 
December 31 of the previous year. On the other hand, if the amalgamation is made effective 
December 31, the last taxation years will be considered to have ended December 30. 
December 31 will be part of the first taxation year of the amalgamated corporation. If the 
amalgamation is made effective December 31 and if it is desired that the amalgamated 
corporation have a calendar year-end, care should be taken that the first taxation year of the 
amalgamated corporation ends December 31 of the following calendar year so that there 
will not be a short one-day taxation year. This could be very important in counting years for 
loss carryforward purposes. Where the duration of such short taxation years of the 
predecessor corporations would be a matter of days, for instance, where the normal taxation 
year-ends are December 31 and the amalgamation takes place on January 2, and where 
there would be adverse implications in having short taxation years, it may be possible to 
obtain the minister's concurrence to extend such year-ends to the date preceding the date of 


amalgamation.42 

Section 256(9) deems that, where control of the corporation is acquired by a person or a 
group of persons at a particular time on a day, control is deemed to have been acquired at 
the commencement of the day and not at the particular time unless the corporation elects 
otherwise in its tax return for the year ending immediately before the acquisition of control. 
Where the amalgamation follows on the same day an acquisition of control of one or more of 
the predecessor corporations,42 the time of amalgamation and the time of acquisition of 
control will, therefore, coincide, taking into account CRA's view discussed above that, in 
general, the time of amalgamation is the earliest moment on the effective date of the 


amalgamation22. CRA accepts that, in such case, there is only a single taxation year-end.24 


FOOTNOTES 


45 paragraphs 1.15 to 1.17o0f Folio $4-F7-C1. 


46See s. 249.1(7). Other circumstances where the minister's concurrence is not required to 
change a fiscal period include those described in section 142.6(1) (becoming or ceasing to be a 
financial institution), section 149(10)(b) (becoming or ceasing to be exempt from tax) and 
section 249(3.1) (becoming or ceasing to be a Canadian-controlled private corporation). 


47 Se¢ s. 5301(A4) of the Regulations. 
48Se¢ the comments in paragraph 1.17 of Folio S4-F7-C1. 
49 See also the discussion at §7.2.35(b). 


39s that transactions occurring prior to the acquisition of control will take place in the taxation 
year preceding the amalgamation. See I.T., CRA Document 2014-0527231ES, dated April 15, 
2014. In that case, the taxpayer elected that the acquisition of control occurred at 18.00 hours 
on the relevant day, followed by an amalgamation. There were therefore two taxation years 
ending on the same day (though the second was very short). 


51 cee Revenue Canada Round Table, Q. 39 (1990 Canadian Tax Foundation Conference Report, 
pp. 50:20-21) and CRA Documents 2002-0156725, dated October 11, 2002 and 2004- 
0105481E5, dated 2004. 
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7.2.2 Inventory 


Section 87(2)(b) deems the inventory of each predecessor corporation to be acquired by the 
amalgamated corporation at the commencement of its first taxation year. The amount at 
which inventory is acquired depends upon whether such inventory was includeOd in the 
inventory of the predecessor or whether it would have been so included if the predecessor 
had not made an election under section 28 (farming or fishing business). When the inventory 
was included in the inventory of the predecessor, the amalgamated corporation is deemed to 
acquire it at an amount equal to the value of such inventory, determined under section 10 of 
the Act, at the end of the last taxation year of the predecessor corporation. If a predecessor 
corporation used the cash method of computing income from a farming or fishing business 
as permitted by section 28(1), the amalgamated corporation is deemed to acquire the 
inventory of the predecessor at a cost equal to the total of the amounts included in 
computing the predecessor's income under the optional inventory adjustment under section 
28(1)(b) or the mandatory inventory adjustment under section 28(1)(c) for its last taxation 
year. Where the amalgamated corporation calculates its income using the cash method, the 
total of the sections 28(1)(b) and (c) amounts is deemed to have been paid by the new 
corporation for the inventory for the purposes of section 28. This ensures that the 
amalgamated corporation will be entitled to deduct the cost of the inventory under section 
28(1)(c): section 87(2)(b). Thus, for example, if the election available under section 28(1)(b) 
to a cash basis farmer to defer part of the farmer's deduction for inventory purchases in a 
year to the next taxation year was not used by a predecessor corporation in its last taxation 
year, the relevant amount is nil. This is appropriate because, according to the cash method, 


the predecessor corporation has deducted the cost of any inventory property on hand at the 
end of its last taxation year in either that year or a previous taxation year.22 

Where property that is inventory to the predecessor corporation was previously held as 
capital property, any gain or loss accrued in respect of the property up to the date of the 
notional conversion will be lost unless it could be successfully argued that the tax attributes 
of such property flowed through to the amalgamated corporation: see Guaranty Properties 
and Pan Ocean and the discussion at §7.1 above. 


Although section 87(2)(b) requires an amalgamated corporation to record its opening 
inventory at the predecessor corporation's closing cost, it does not expressly require the 
amalgamated corporation to use any particular valuation method. CRA expects the 
amalgamated corporation to follow the inventory valuation method used by its predecessor 
corporations unless it can establish that another method allowed under section 10(1) will 
yield a truer calculation of income.22 Since section 10(2.1) requires a taxpayer to value 
inventory at the end of a year using the same method as the taxpayer used at the end of the 


preceding year, this position is at odds with CRA's position that an amalgamated corporation 
is anew corporation (in which case it would not have had a preceding taxation year against 
which such valuation method could be compared), and also appears to be contrary to the 
express provisions of section 87(2)(a). Where an amalgamated corporation has two 
predecessors with homogeneous inventories and different valuation methods, CRA has 
conceded that the amalgamated corporation may change its method of valuing inventory, as 
in that case a change would be necessary to avoid distortion in the calculation of profit for 
accounting purposes. 


To the extent that the cost of inventory includes an allowance in respect of depreciation, 
obsolescence, or depletion, the amount of that allowance must be added to income under 
section 12(1)(r) of the Act. The amount included in income under this provision may be 
deducted in computing income in the following year by virtue of section 20(1)(ii). Section 
87(2)(j.1) allows the amalgamated corporation to deduct in its first taxation year under 
section 20(1)(ii) any amount included in a predecessor corporation's income under section 
12(1)(r) for its last taxation year. 


FOOTNOTES 


32See paragraph 1.26 of Folio S4-F7-C1, discussing amalgamations of farm corporations. 


33See paragraph 1.27 of Folio S4-F7-C1. In Technical Interpretation, CRA Document 1999- 
0010677(E), dated May 1, 2000, CRA took the position that an amalgamated corporation was 
free to adopt any inventory valuation method sanctioned by s. 10(1). 
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7.2.3 Income Computation 


In computing the amalgamated corporation's income from business or property for a 
particular taxation year, amounts received or receivable (depending upon whether the new 
corporation is a cash basis or an accrual basis taxpayer) by it in that year, which would have 
been included in the income of the predecessor corporation for its last taxation year if the 
amount had been received or receivable (depending upon whether the predecessor 
corporation is a cash basis or an accrual basis taxpayer) by the predecessor corporation in 
that year, must be included in computing the income of the new corporation: section 87(2)(c) 
(i).24 Similarly, amounts paid or payable by the new corporation, which would have been 
deductible by the predecessor corporation in its last taxation year if the amount had been 
paid or payable by the predecessor corporation in that taxation year, may be deducted by the 
new corporation: section 87(2)(c)(ii). This provision prevents the inclusion of an amount in 
the income of both or neither of the new corporation and the predecessor corporation and 
the deduction of an amount from the income of both or neither of the predecessor 
corporation and the new corporation where those corporations follow a different method for 
computing income. For example, an amount payable but not paid by a predecessor 
corporation computing its income on the cash basis would not be deductible by the 
predecessor in its last taxation year and, in the absence of section 87(2)(c), if the new 
corporation computes its income on the accrual basis, the amount would not be deductible 
by it in the year in which the amount is actually paid. 


Section 87(2)(c) is applicable to income from business and income from property. Therefore, 
to the extent that there is any flexibility in computing income from other sources, it will not 
restrict the choices available to the amalgamated corporation. Section 87(2)(c) also extends, 
on its face, to situations in which the amalgamated corporation computes its income 
according to the cash method and a predecessor corporation computed its income according 
to the accrual method. In this case, however, the operation of section 87(2)(c) may yield 
inappropriate results. For example, if the predecessor corporation computed its income 
according to the accrual method and the amalgamated corporation computes its income 
according to the cash method, an amount that was receivable by the predecessor 
corporation at the time of the amalgamation and related to the accounting period ending at 
that time would be included not only in the income of the predecessor corporation in the 
year ending with the amalgamation but also in the income of the amalgamated corporation 
when it was received by it. To illustrate, assume that $1,000 that was receivable by the 
predecessor corporation at the time of the amalgamation was not actually received until the 
subsequent year. Since the predecessor corporation computed its income according to the 
accrued method of accounting, it would be required to include the $1,000 in its income for 


the year ending on the amalgamation. As a cash basis taxpayer, the amalgamated 
corporation would also be required to include the $1,000 in its income in its first taxation 
year. Section 248(28)(a), which provides that amounts will not normally be included or 
deducted more than once in computing a taxpayer's income, would not resolve this issue 
unless it could be said that the predecessor and the amalgamated corporation were one and 
the same taxpayer. As discussed at §7.1, this may not be the case. 


FOOTNOTES 


54The rules of s. 87(2)(c) apply only in respect of an amalgamation occurring after May 6, 1974. 
For an amalgamation prior to May 7, 1974, s. 87(2)(c) applied only in respect of income from a 
business and only where the predecessor corporation computed its income on the cash basis 
and the amalgamated corporation computed its income on the accrual basis. 
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7.2.4 Depreciable Property 


Section 87(2)(d) sets out rules applying on the transfer of depreciable property of a 
prescribed class22 from a predecessor corporation to the amalgamated corporation. The 
purpose of the rules is to ensure the continuity of the tax attributes of such property to the 
amalgamated corporation. Section 87(2)(d)(i) is only operative where "depreciable property 
of a prescribed class has been acquired by the new corporation from the predecessor 
corporation" (emphasis added). This assumes that an acquisition of property takes place on 
a section 87 amalgamation. While, as discussed in more detail at §7.1, this assumption is 
contrary to the finding in the Pan Ocean case it does not appear to affect the result. 


For the purpose of computing capital cost allowance and recapture of capital cost allowance, 
the capital cost to the amalgamated corporation of depreciable property of a prescribed 
class acquired from a predecessor corporation is deemed to be the capital cost of such 
property to the predecessor: section 87(2)(d)(i). Where the capital cost of depreciable 
property to a predecessor corporation has been reduced under section 13(7.1) by 
government assistance received or an investment tax credit claimed in respect of the 
property, the amalgamated corporation will acquire such property at such reduced cost. See 


the discussion at §7.2.17.2© 


In determining the undepreciated capital cost of depreciable property of a prescribed class 
to the amalgamated corporation at any time, the "cost amount" to the predecessor 
immediately before the amalgamation of each property of the predecessor is added to the 
capital cost of the property of that class: section 87(2)(d)(ii)(A), and the capital cost to the 
amalgamated corporation of depreciable property of that class acquired by virtue of the 
amalgamation is subtracted in order to offset the inclusion in the computation of the 
undepreciated capital cost under section 87(2)(d)(i): section 87(2)(d)(ii)(B). (The term "cost 
amount" is defined in section 248(1) to be a specified portion of the undepreciated capital 
cost of property of the class.) In some cases, depreciable property will change classes upon 
the transfer to the amalgamated corporation. In fact, in some cases, property in the same 
prescribed class of a predecessor corporation will be placed in two different classes of the 
amalgamated corporation. Accordingly, the rules in section 87(2)(d) operate on a property- 


by-property basis.22 


The operation of the rules in sections 87(2)(d)(i) and (ii) is illustrated in the following 
example. Assume that a predecessor corporation owned depreciable property of a 
prescribed class that was acquired at a cost of $10,000 and that had an undepreciated 
capital cost immediately before the amalgamation of $4,000. The undepreciated capital cost 
of the depreciable property to the amalgamated corporation computed according to section 


87(2)(d) would be $4,000 calculated as follows: 


(a) the deemed capital cost of the property to the amalgamated corporation, 
$10,000, plus 


(b) the undepreciated capital cost of the property to the predecessor corporation, 
$4,000, less 


(c) the capital cost to the amalgamated corporation of property acquired by virtue of 
the amalgamation, $10,000. 


There may be a technical problem with respect to section 87(2)(d)(ii)(A). The cost amount of 
each depreciable property of the predecessor corporations to be added to the undepreciated 
capital cost to the amalgamated corporation is determined immediately before the 
amalgamation. Under section 13(21), the undepreciated capital cost of a class at a particular 
time is determined, in part, by reference to the total depreciation allowed to the taxpayer for 
property of that class before that time. The total depreciation allowed to a taxpayer before a 
particular time for property of a prescribed class is the total of all amounts deducted by the 
taxpayer by reason of section 20(1)(a) in computing the taxpayer's income for taxation years 
ending before that time: section 13(21) "total depreciation." Accordingly, at the particular 
time that is immediately before the amalgamation, the total amount under section 13(21) 
may not include the capital cost allowance deductible by a predecessor corporation under 
section 20(1)(a) for its final taxation year. This taxation year will end immediately before the 
amalgamation, the same moment as the particular time and not prior to the particular time 
as required for inclusion in the total amount allowed to a taxpayer under section 13(21). 
Consequently, the addition to the undepreciated capital cost to the amalgamated 
corporation of a prescribed class may not be reduced by the capital cost allowance claimed 
by a predecessor corporation in the year ending immediately before the amalgamation. Such 
literal interpretation is likely contrary to the intent of section 87(2)(d) and the administrative 


position of CRA.22 


Special rules are provided in respect of depreciable property transferred to other prescribed 
classes, to recognize the period during which the property was owned by a predecessor, and 
in respect of depreciable property acquired for the purpose of scientific research, to retain it 
in a separate prescribed class: sections 87(2)(d)(ii)(C) and (D). 


Where depreciable property other than property of a prescribed class22 has been acquired 
by the amalgamated corporation from a predecessor corporation, section 87(2)(d.1) 
provides that the amalgamated corporation is deemed to have acquired the property before 
1972 at an actual cost equal to the actual cost of the property to the predecessor corporation 
and is also deemed to have been allowed the aggregate of all amounts deducted by the 
predecessor corporation by way of capital cost allowance in respect of the property: section 
87(2)(d.1). Section 87(2)(d.1) has the effect of placing the new corporation in the same 
position as the predecessor corporation with respect to such depreciable property. Unlike 


section 87(2)(d), it establishes the cost of depreciable property for all purposes of the Act.£2 


Section 1102(14) of the Regulations provides that property of a prescribed class or a 
separate prescribed class of a predecessor corporation automatically continues to be 
property of the same prescribed class or separate prescribed class of the amalgamated 


corporation only in the following two circumstances: 


¢ where the property in question is acquired from a person with whom the taxpayer 
was not dealing at arm's length (otherwise than by virtue of a right referred to in 
section 251(5)(b) of the Act) at the time the property was acquired; or 


¢ where the property in question is acquired in a transaction to which section 55(2) 
is inapplicable by reason of the exception in section 55(3)(b) (Commonly referred to 
as a "butterfly transaction"). 


Section 251(3.1) of the Act creates such a non-arm's length relationship by deeming the new 
corporation and any predecessor corporation to be related even though the predecessor 
corporation and the amalgamated corporation were not in existence at the same time, 
provided that the predecessor corporation and the amalgamated corporation would have 
been related immediately before the amalgamation if the amalgamated corporation had 
been in existence before the amalgamation with the same shareholders as it has 
immediately after the amalgamation. Section 251(3.2) applies where there has been an 
amalgamation of two or more corporations each of which was related (otherwise than 


because of section 251(5)(b))&{ to each other immediately before the amalgamation. In that 
case, the new corporation formed on the amalgamation and each of the predecessor 
corporations are deemed to have been related to each other. 


See Interpretation Bulletin IT-481, dated November 27, 1981, with regard to the application 
of section 1102(14) to a timber resource property and a timber limit on an amalgamation. 


Section 1102(20) of the Regulations contains an anti-avoidance rule applicable to, among 
other provisions, section 1102(14) of the Regulations. It provides that where a taxpayer 
would otherwise be dealing not at arm's length with another person as a result of a 
transaction or a series of transactions the principal purpose of which may reasonably be 
considered to have been to cause section 1102(14) to apply in respect of the acquisition of a 
property, the taxpayer will be considered to be dealing at arm's length with the other person 
with respect of the acquisition of that property. 


A rental property (see section 1100(14) of the Regulations) costing not less than $50,000 
and acquired after 1971 is deemed to be a separate prescribed class: section 1101(1lac) of 
the Regulations. By having a separate class for such properties, recapture of depreciation 
cannot be offset by the undepreciated capital cost of other properties in the class. As in the 
case of section 1102(14) discussed above, section 1101(1)(ad) provides that property that is 
a rental property, which was not property of a separate class pursuant to the provisions of 
section 1101(1)(ac) to the taxpayer from which it was acquired, would continue to be 
property not subject to the separate class provisions of section 1101(1)(ac) only in the case of 
certain non-arm's length and butterfly transactions. Therefore, rental property acquired by a 
corporation pursuant to an amalgamation will only automatically qualify for the relief from 
the separate class rule where such property is acquired by the amalgamated corporation 


from a predecessor corporation which, by virtue of section 251(3.1) or (3.2), is deemed to 


have been related to the amalgamated corporation immediately before the amalgamation &2 


Leasing properties (see section 1100(17) of the Regulations) are subject to certain capital 
cost allowance restrictions. As in the case of both sections 1102(14) and 1101(1)(ad) 


described above, leasing property acquired by an amalgamated corporation pursuant to an 
amalgamation will only automatically qualify for the relief in sections 1100(19) and (20) of 
the Regulations where such property is acquired by the amalgamated corporation from a 
predecessor corporation which, by virtue of section 251(3.1) or (3.2), is deemed to have 
been related to the amalgamated corporation immediately before the amalgamation.&2 

The capital cost allowance restrictions that apply to rental properties and leasing properties 
do not apply to such properties owned by a so-called principal business corporation: sections 
1100(12) and (16) of the Regulations. Although a particular predecessor corporation may 
have been a principal business corporation and not subject to these capital cost allowance 
restrictions, the amalgamated corporation may not be a principal business corporation. In 
this case, the amalgamation could result in the inadvertent application of capital cost 
allowance restrictions. The availability of the principal business corporation exception from 
these restrictions must be determined in light of the activities of the amalgamated 
corporation. 


Unlike section 87(2)(d.1), section 87(2)(d) establishes the capital cost of depreciable 
property acquired by the new corporation by virtue of the amalgamation only for the 
purposes of sections 13 and 20 of the Act and not for the purpose of computing any capital 
gain or loss on the disposition of the property. Despite this deficiency in the language of the 
Act, it appears that CRA accepts the section 87(2)(d) deemed capital cost for capital gains 
purposes as well as for purposes of sections 13 and 20. In any event, the parenthetical 
provision in section 39(1)(a) would appear to prevent the double taxation of an amount 
received in respect of the disposition of depreciable property, both as recapture of capital 
cost allowance and capital gain. 


Since a predecessor corporation's taxation year is deemed to end immediately before the 
amalgamation, the predecessor corporation is entitled to claim capital cost allowance in 
respect of its depreciable property for its last taxation year although such capital cost 
allowance will be pro-rated to the extent that the predecessor corporation's final taxation 
year is less than 12 months. Assuming that the amalgamated corporation owns the property 
at the end of its first taxation year, it will be entitled to deduct capital cost allowance in 
respect of the property. However, the allowance will be pro-rated if the amalgamated 
corporation's first taxation year is less than 12 months. 


Capital cost allowance in the year an asset is acquired is limited to one-half the normal 
deduction: section 1100(2)(a). Depreciable property acquired by an amalgamated 
corporation pursuant to an amalgamation does not automatically qualify for relief from this 
limitation in section 1100(2.2). The half-year rule will not apply where such property is 
acquired by the amalgamated corporation from a predecessor corporation for which the 
property was depreciable property and which, by virtue of section 251(3.1) or (3.2), is 
deemed to have been related to the amalgamated corporation immediately before the 
amalgamation and was owned continuously by the predecessor corporation from a day that 
was at least 364 days before the end of the amalgamated corporation's first taxation year to 
the day it was acquired by the amalgamated corporation: section 1100(2.2) of the 


Regulations.&4 


The half-year rule does not apply to property of Classes 24 and 27 (water and air pollution 


control equipment), Class 29 (certain pre-1988 manufacturing and processing equipment), 
and Class 34 (certain energy conservation equipment): section 1100(2)(a).82 Capital cost 
allowance in respect of property of these classes is governed by section 1100(1)(ta) of the 
Regulations which generally permits claims of 25% of capital cost in the year of acquisition, 
50% of capital cost in the following year and 25% of capital cost in the third year. Classes 24, 
27, 29, and 34 property acquired by an amalgamated corporation pursuant to an 
amalgamation will be considered "designated property" for the purposes of section 1100(1) 
(ta) by virtue of section 1100(2.2)(j) (and thereby maintain its capital cost allowance status 
with the predecessor corporation) only if it is property of one of those classes and meets the 
following two conditions: (i) the property must have been acquired by the amalgamated 
corporation from a predecessor corporation which, by virtue of section 251(3.1) or (3.2), was 
deemed to have been related to the amalgamated corporation immediately before the 
amalgamation; and (ii) the property must have been depreciable property of the predecessor 
corporation that was owned continuously by the predecessor at least from the day that is 
364 days before the end of the amalgamated corporation's first taxation year to the day it 
was acquired by the amalgamated corporation. For the purposes of computing the amount 
determined under section 1100(1)(ta), section 1100(2.2)(j) provides that the property will 
also be deemed to have been acquired by the amalgamated corporation at the beginning of 
the amalgamated corporation's first taxation year commencing after the time it was 
acquired by the predecessor corporation. This ensures that the amalgamated corporation 
will be entitled to deduct the predecessor's accumulated unclaimed capital cost 


allowance.£6 


Where property of Class 24, 27, 29, or 34 is acquired by an amalgamated corporation from a 
related predecessor corporation, the amalgamated corporation may assume the position of 
the predecessor corporation insofar as claims for capital cost allowance in respect of the 
property are concerned or the capital cost allowance that may be claimed by the 
amalgamated corporation may be delayed or accelerated. As illustrated in the following 
examples, the precise result will depend on the date of acquisition of the property by the 
predecessor corporation, the date of amalgamation and/or the taxation years (short and 
otherwise) of the predecessor and amalgamated corporations (for the purposes of these 
examples, it is assumed that Corporation A is related to Corporation B within the meaning of 
section 251(3.1)): 


1. Assume that Corporation A has a calendar taxation year and acquires a Class 29 
property for $1,000 on February 15, 2017. Corporation A amalgamates with 
Corporation B on January 1, 2018 to form Corporation AB and Corporation AB 
adopts a calendar taxation year. Pursuant to sections 1100(1)(ta) and (2.2)(j), the 
property constitutes designated property acquired by Corporation AB in a "specified 
transaction" as defined in section 1100(1)(ta) (here, an amalgamation). Employing 
the formula in section 1100(1)(ta), Corporation A is entitled to claim $250 capital 
cost allowance in its last taxation year (January 1, 2017 to December 31, 2017) and 
Corporation AB is entitled to claim $500 capital cost allowance in its first taxation 
year (January 1, 2018 to December 31, 2018) and $250 capital cost allowance in its 
second taxation year (January 1, 2019 to December 31, 2019). Therefore, in this 
example, where the amalgamation occurs immediately after the end of what would 
otherwise have been the end of one of Corporation A's taxation years and the last 
taxation year of Corporation A and the first taxation year of Corporation AB are full 


years, Corporation AB becomes entitled to deduct capital cost allowance in respect 
of the property in the same manner as Corporation A would have been entitled in the 
absence of the amalgamation. 


2. Assume the same facts as in (1) except that the amalgamation occurs on 
September 16, 2017 and the first taxation year of Corporation AB is September 16, 
2017 to December 31, 2017 and its subsequent taxation years are on a calendar year 
basis. Although acquired by Corporation AB in a specified transaction, the property 
does not constitute designated property because the 364-day requirement in section 
1100(2.2)(f) has not been satisfied. Employing the formula in section 1100(1)(ta) and 
pro-rating for short taxation years pursuant to section 1100(3), Corporation A is 
entitled to claim $177 (i.e., pro-rated $250) capital cost allowance in its last taxation 
year (January 1, 2017 to September 15, 2017) and Corporation AB is entitled to 
claim $60 (i.e., pro-rated $206) capital cost allowance in its first taxation year 
(September 16, 2017 to December 31, 2017), $513 capital cost allowance in its 
second taxation year (January 1, 2018 to December 31, 2018) and the remainder 
$250 capital cost allowance in its third taxation year January 1, 2019 to December 
31, 2019). The result of the amalgamation taking place during what would otherwise 
have been one of Corporation A's taxation years, Corporation A having a short last 
taxation year and Corporation AB having a short first taxation year, has been, apart 
from the effects of pro-rating, a delay by Corporation AB in claiming capital cost 
allowance in its first taxation year (the rate of claim of capital cost allowance is less 
than 25%), which delay has been made up for in Corporation AB's second taxation 
year (the rate of claim is more than 50%). Analogous results follow where 
Corporation A acquired the property on, say, February 15, 2016 rather than 
February 15, 2017 and, therefore, the property constitutes designated property 
acquired by Corporation AB in a specified transaction. 


3. Assume the same facts as in (1) except that the amalgamation occurs on 
September 16, 2017 and the first and subsequent taxation years of Corporation AB 
are from September 16 to September 15. The property constitutes designated 
property acquired by Corporation AB in a specified transaction. Employing the 
formula in section 1100(1)(ta) and pro-rating for Corporation A's short last taxation 
year, Corporation A is entitled to claim $177 (i.e., pro-rated $250) capital cost 
allowance in its last taxation year (January 1, 2017 to September 15, 2017) and 
Corporation AB is entitled to claim $500 capital cost allowance in its first taxation 
year (September 16, 2017 to September 15, 2018) and $323 capital cost allowance 
in its second taxation year (September 16, 2019 to September 15, 2020). The result 
of the amalgamation occurring during what would otherwise have been one of 
Corporation A's taxation years and Corporation AB having full first and subsequent 
taxation years has been, leaving aside the effects of pro-rating, an acceleration by 
Corporation AB in claiming capital cost allowance (a total $1,000 capital cost 
allowance has been claimed by both Corporations A and AB by September 15, 2020 
which is prior to the date, December 31, 2020, by which Corporation A could have 
claimed the capital cost allowance in the absence of the amalgamation). Analogous 
results follow if the amalgamation occurs on January 1, 2017 (and therefore 
Corporation AB has a full last taxation year) and Corporation AB has a short first 
taxation year, as long as the property constitutes designated property (in particular, 


the 364-day requirement in section 1100(2.2)(f) must be satisfied). 


Where a corporation or a partnership of which a corporation is a majority interest partner 
has acquired a depreciable property within the 12-month period ending immediately before 
an acquisition of control of the corporation and the property was not used, or acquired for 
use, in a business carried on by the corporation or partnership before that period, section 
13(24) provides that the capital cost of the property acquired in the 12-month period will not 
be included in computing undepreciated capital cost until after the change of control. Where 
the property was disposed of and not reacquired before the change of control, the property 
is treated for capital cost allowance purposes as having been acquired immediately before 
the disposition. This rule prevents the transfer of depreciable property in contemplation of 
an acquisition of control in order to reduce taxable income where the person acquiring 
control would not itself be in a position to use the capital cost allowance on the property. The 
special rule in section 13(24) does not apply where the property was owned by the 
corporation, the partnership, or a person that would, if section 251.1 were read without 
reference to the definition of controlled in section 251.1(3), be affiliated with the corporation 
throughout the period commencing immediately before the 12-month period and ending 
when the property was acquired by the corporation or partnership. By virtue of section 87(2) 
(j.6), which treats an amalgamated corporation as a continuation of its predecessors for the 
purposes of section 13(24), the provisions of section 13(24) cannot be circumvented by 
arranging for an amalgamation of the corporation between the time of the property 
acquisition and the time of the acquisition of control. For the purposes of section 13(24), 
section 13(25) provides that a corporation incorporated in that 12-month period is deemed 
to have been in existence throughout the period beginning immediately before the 12-month 
period and ending immediately after it was formed and to have been affiliated with every 
person with whom it was affiliated throughout the period between incorporation and the 
acquisition of control. 


Taxpayers who acquire depreciable property after 1989 are prevented from claiming capital 
cost allowance until such property has become "available for use" for the purpose of earning 
income: section 13(26). Sections 13(27) and (28) provide special rules for determining when 
property is considered to be available for use for the purposes of section 13(26). In general 
terms, property is considered to be available for use under sections 13(27) and (28) at the 
earliest of the following times: 


¢ the time at which the property is first used for the purpose of earning income; 


¢ the time that is immediately after the beginning of the first taxation year 
commencing at least 358 days after the taxation year in which the property was 
acquired (the so-called "two-year rolling start" rule); and 


¢ the time immediately before the property is disposed of by the taxpayer. 


Sections 13(27) and (28) also provide special rules for determining such availability in the 
case of certain public corporations and their wholly-owned subsidiaries, and in respect of 


buildings.&2 Further, a special election is available in respect of depreciable property (other 
than rental buildings) acquired for use in a long-term project: section 13(29). Section 87(2) 
(j.6) provides that a corporation formed on an amalgamation is considered, for the purposes 
of the two-year rolling start rule in sections 13(27) and 13(28) and the special rule for long- 


term projects in section 13(29), to be the same corporation as and a continuation of each 
predecessor corporation. Accordingly, the "available for use" dates of the predecessor 
corporation will flow through to the amalgamated corporation. 


Where one predecessor corporation has a leasehold interest in a property owned by a 
second predecessor corporation, CRA will treat the extinction of leasehold interest on the 
amalgamation as preventing the amalgamation from being governed by section 87, unless 
the provisions of section 13(5.1) are applied as if the amalgamated corporation is a 
continuation of the first-mentioned predecessor corporation.£&2 This carries over the 
undepreciated capital cost of the leasehold interest to the amalgamated corporation, 
prevents the predecessor corporation from claiming a terminal loss and deems the capital 
cost allowance claimed by the predecessor to have been claimed by the amalgamated 
corporation (and therefore subject to recapture on disposition of the property). 


Pursuant to section 21(1), where in a taxation year a taxpayer has acquired depreciable 
property, the taxpayer may elect not to deduct the cost of any money borrowed to acquire 
the depreciable property under section 20(1)(c), (d), (e), or (e.1) and to add the cost of the 
borrowed money to the capital cost of the depreciable property. In a subsequent taxation 
year, the taxpayer may make a similar election under section 21(3) in respect of the money 
borrowed to acquire the depreciable property if, in each taxation year, if any, after the year 
in which the section 21(1) election was originally made and before the subsequent taxation 
year the taxpayer has made an appropriate election under section 21(3). CRA has taken the 
position that an amalgamated corporation has ‘acquired property' in the year of 
amalgamation and could make an election under subsection 21(1) with respect to the cost of 
money borrowed by the predecessor companies and used to acquire the depreciable 
property."©2 It therefore appears that an amalgamated corporation may make an election 
under section 21(1) in its first taxation year in respect of money borrowed by a predecessor 
corporation or in respect of annual financing fees incurred by a predecessor corporation 
which relate to the acquisition of depreciable property regardless of whether the 
predecessor corporation has made an election under section 21(1) or, if the predecessor 
corporation has made an election under section 21(3), regardless of whether the 
predecessor corporation has made an election under section 21(3) in each of the intervening 
taxation years. Therefore, CRA's interpretation of section 21 preserves the continuity of the 
sections 21(1) and (3) elections on an amalgamation. 


FOOTNOTES 


22Section 87(2)(d.1), discussed below, deals with transfers of depreciable property other than 
property of a prescribed class. 


56a yplicable to taxation years commencing after April 1988, the reduction in tax basis occurs in 
the taxation year following the year in which the assistance was received. Section 87(2)(j.6) was 
amended to contemporaneously ensure that the amalgamated corporation was treated as the 


same corporation as, and a continuation of, its predecessors for these purposes. The deeming 
rule in s. 87(2)(j.6) also permits the amalgamated corporation to increase the capital cost of 
such property to the extent that it repays such assistance subsequent to the amalgamation. 
Prior to this amendment, CRA's policy was to permit such adjustments to be made by the 
amalgamated corporation: see IT-474, paragraph 19. 


57 Se¢ paragraph 1.30 of Folio S4-F7-C1. For amalgamations occurring before April 1988, the rules 
operated on a class-by-class basis. 


58CRA's administrative position requires the amount of undepreciated capital cost to a 
predecessor corporation of a prescribed class that is added to the capital cost to the 
amalgamated corporation of that class to be net of any capital cost allowance deducted by the 
predecessor corporation pursuant to paragraph 20(1)(a) in its final taxation year: see paragraph 
1.30 of Folio S4-F7-C1. See also CRA Technical Interpretation, CRA Document 2009-031480, 
dated January 4, 2010. 


22nepreciable property that is not property of a prescribed class is limited to depreciable property 
acquired before 1972 by farmers and fishermen in respect of which straight line depreciation 
under Part XVII of the Regulations has been claimed. 


50where the predecessor corporation owned the depreciable property prior to 1972, for purposes 


of computing any capital gain from a disposition of the property, the tax-free zone of the 
predecessor corporation in respect of such property determined under s. 20(1) of the Income 
Tax Application Rules ("ITAR") flows through to the amalgamated corporation: s. 20(1.2) of the 
ITAR. 


Sloge the discussion of s. 251(5)(b) at §2.1.1(c). 


82S¢¢ also Interpretation Bulletin IT-274R, dated April 9, 1990, which deals with the application of 
ss. 1101(1)(ac) and (1)(ad). 


63 paragraphs 11 to 13 of IT-443, dated March 14, 1980, describe generally the treatment of 
leasing property prior to the 1987 amendments to the Act. 


64 applicable in most cases before June 17, 1987, s. 1100(2.2)(b) provided that the half-year rule 
did not apply where the property was acquired by an amalgamated corporation by virtue of the 
amalgamation and the property was depreciable property of the predecessor corporation from 
which was acquired and owned continuously by the predecessor corporation from a day that 
was at least 364 days before the end of the amalgamated corporation's first taxation year to the 
date it was acquired by the amalgamated corporation. 


65Manufacturing and processing equipment acquired after 1987 will normally be placed in Class 
39. Accordingly, on an amalgamation, equipment in Class 29 of a predecessor corporation will 
be placed in Class 39 of the amalgamated corporation unless the requirements discussed above 
are met. 


661, most cases where, on an amalgamation prior to June 18, 1987, depreciable property of the 
predecessor corporation that belonged to one of these classes and that was owned continuously 
by the predecessor corporation from the time at least 364 days before the end of the 
amalgamated corporation's first taxation year to the day it was acquired by the amalgamated 
corporation, the property was considered to be "designated property" and, therefore, 
maintained its capital cost allowance status: former s. 1100(2.2)(j). 


S7 There are additional rules in s. 13(27) for particular types of property (pollution control or 


reduction equipment and particular businesses (farming and fishing)). 


88 see paragraph 1.35 of Folio S4-F7-C1. 


6931p paragraph 11 of now-cancelled Interpretation Bulletin IT-121R3, dated May 6, 1988. The 


position is suspect in the wake of the Guaranty Properties and Pan Ocean decisions. 
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7.2.9 Capital Property 


Capital property other than depreciable property, an interest in a partnershipZ2 or a mark- 
to-market property of a financial institution is deemed to be acquired by the amalgamated 
corporation at a cost equal to the adjusted cost base of such property to the predecessor 


corporation immediately before the amalgamation: section 87(2)(e).22 Where the adjusted 
cost base of capital property has been reduced under section 53(2)(k) by the amount of 
government assistance received in respect of the acquisition of the property CRA's position 
is that, the amalgamated corporation will be permitted to increase the adjusted cost base of 
such property at such time as the assistance is repaid as a result of section 87(2)(j.6).4 
Notwithstanding the Guaranty Properties decision, a section 39(4) election made by a 
predecessor corporation to have Canadian securities owned by it be deemed to be capital 
property may not apply to the amalgamated corporation. However, if it qualifies to do so, the 
amalgamated corporation may itself make the section 39(4) election. 


FOOTNOTES 


20 Acquired after January 15, 1987. 


T.where the capital property was owned by a predecessor corporation on December 31, 1971, the 


adjusted cost base of the property to the predecessor corporation is deemed by s. 26(4) of the 
ITAR to be the cost of the property determined according to s. 26(3) of the ITAR. Moreover, if 
the property was owned by the predecessor corporation on June 18, 1971, the provisions of s. 
26(5) of the ITAR become applicable since the predecessor corporation and the amalgamated 
corporation are not considered to be dealing with each other at arm's length: s. 26(5.1) of the 
ITAR. The effect of these provisions is to carry forward the tax-free zone of the predecessor 
corporation, in respect of property owned on June 18, 1971, to the amalgamated corporation. 
However, if the property was acquired after June 18, 1971 and on or before December 31, 1971, 
the adjusted cost base of the property will be crystallized using the median rule at the date of 
amalgamation: see Interpretation Bulletin IT-132R2, dated December 18, 1978, paragraph 4 
(archived). Where a corporation acquired capital property by virtue of an amalgamation 
occurring prior to June 19, 1971, there is no provision in the Act for establishing the actual cost 
of the property to the amalgamated corporation for purposes of computing any capital gains or 


losses on the subsequent disposition of the property. 


12S ¢¢ s. 87(2)(j.6); paragraph 1.44 of Folio S4-F7-C1 and IT-273R2, dated September 13, 2000. 
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7.2.6 Partnership Interests 


The cost of a partnership interest that is capital property acquired by an amalgamated 
corporation from a related predecessor corporation on an amalgamation flows through to 


the amalgamated corporation: section 87(2)(e.1).23 


As noted, sections 251(3.1) and (3.2) deem an amalgamated corporation and a predecessor 
corporation to be related if the predecessor corporation and the amalgamated corporation 
would have been related if the amalgamated corporation was in existence before the 
amalgamation and had the same shareholders before the amalgamation as immediately after 
or if the predecessor corporation were related to each other immediately before the 
amalgamation. The amalgamated corporation is then deemed in respect of the partnership 
interest to be the same corporation as and a continuation of the related predecessor 
corporation. This provides for the flow-through of tax attributes of the partnership interest 
and avoids the realization of a gain in respect of any negative adjusted cost base in the 
partnership interest. Normally, a capital gain equal to the amount of the negative adjusted 
cost base is triggered on a disposition of the partnership interest (section 100(2)) or where a 
partnership interest having a negative adjusted cost base is acquired from an unrelated 
predecessor corporation on an amalgamation: section 100(2.1 ) 24 

Section 98(5) of the Act provides a rollover where a Canadian partnership has ceased to 
exist and, within three months, one of the former partners carries on the business of the 
partnership using the partnership property. Section 98(6) provides a similar rollover where a 
Canadian partnership has ceased to exist and all of its property has been transferred to 
another Canadian partnership with the same members. As discussed in paragraph 1.43 of 
Folio S4-F7-C1, the rollovers are not available where the Canadian partnership ceases to 
exist because of an amalgamation of its partners: 


. .where a Canadian partnership ceases to exist because of an amalgamation involving one or more of 
the corporate partners: 


¢ subsection 98(5) will not be applicable to provide a rollover where the new corporation is to carry 
on the business of the former partnership, and 


¢ subsection 98(6) will not be applicable to provide a rollover where a new partnership is formed 
having the new corporation as one of its partners. 


This problem can generally be avoided by having the partnership dissolved prior to the amalgamation 
with each partner receiving undivided interests or for civil law, undivided rights (referred to in this 
paragraph as undivided interests of rights) in the partnership property so as to be eligible for the rollover 
under subsection 98(3). Those former partners that then amalgamate would have their undivided 
interests or rights in the various properties combined in the new corporation with the benefit of the 


various rollovers provided in subsection 87(2). Where it is proposed that the new corporation enter into a 
Canadian partnership, the rollover provided in subsection 97(2) may be available. 


FOOTNOTES 


73.See paragraph 1.41 of Folio S4-F7-C1. Section 87(2)(j.6) does not, however, apply for purposes 
of section 53(2)(k) and this statement may only reflect CRA's administrative policy. 


T4See paragraph 1.42 of Folio S4-F7-C1. For amalgamations occurring before January 13, 1987, 
no gain was triggered on the disposition of a partnership interest with a negative adjusted cost 
base. 
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7.2.7 Property Used in an Insurance or Money Lending Business 


Subject to the provisions relating to certain property of financial institutions discussed in 
§7.2.8 below, section 87(2)(e.2) provides that the cost of a property that is a security or debt 
obligation (other than a capital property or inventory) acquired by an amalgamated 
corporation from a predecessor corporation and used or held by the predecessor 
corporation in an insurance business or a money-lending business in the taxation year 
ending immediately before the amalgamation, will be the cost amount of the property to the 
predecessor corporation immediately before the amalgamation. This ensures that 
adjustments required to be made by the predecessor corporation in calculating the 
amortized cost or other cost amount of such property will be taken into account in 
computing any income or loss from the subsequent disposition of the property by the 
amalgamated corporation. 


2019 Thomson Reuters Canada Limited 
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7.2.8 Certain Property of Financial Institutions 


Section 87(2)(e.3) deems an amalgamated corporation that is a financial institution in its 
first taxation year to be a continuation of a predecessor corporation that was a financial 
institution in its last taxation year in respect of a specified debt obligation other than a mark- 
to-market property acquired from such predecessor. The tax attributes of the specified debt 
obligation will therefore be inherited by the amalgamated corporation. This provision 
overrides section 87(2)(e.2) in the case of a conflict. 


Section 87(2)(e.4) applies where either the amalgamated corporation is a financial 
institution in its first taxation year or a predecessor corporation was a financial institution in 
its last taxation year and a property acquired by the new corporation from a predecessor 
corporation is a mark-to-market property of either corporation. In that case, the cost of the 
property to the new corporation is deemed to be the fair market value of the property 
immediately prior to the amalgamation. This provision also overrides the provisions of 
section 87(2)(e.2) in case of conflict. 


For the purposes of the definition of mark-to-market property in section 142.2(1), section 
87(2)(e.5) deems the new corporation to be a continuation of each predecessor corporation. 
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7.2.9 Eligible Capital Property 


The provisions of the Act dealing with eligible capital property were repealed as at January 
1, 2017 and the rules relating to depreciable property were amended to treat such property 
as depreciable property falling into new Class 14.1. Detailed transitional rules apply with 
respect to eligible capital property held at December 31, 2016. The discussion below 
describes the treatment of eligible capital property on an amalgamation prior to 2017. 


For the purposes of determining any amount relating to cumulative eligible capital, an 
eligible capital amount, an eligible capital expenditure or an eligible capital property, the 
amalgamated corporation is considered to be the same corporation as, and a continuation of, 
each predecessor: section 87(2)(f).2 Accordingly, all such amounts will flow through on an 
amalgamationZ® where the amalgamated corporation carries on the business of the 
predecessor corporation in respect of which the amounts arose./4 


Expenses of an amalgamation are considered by CRA to be eligible capital expenditures.2® 


FOOTNOTES 


15 applicable to amalgamations occurring after June 30, 1988. 


76where goodwill or other eligible capital property, other than a government right, in respect of a 
business carried on by a predecessor corporation prior to 1972 is acquired by an amalgamated 
corporation after 1972 and subsequently disposed of by the amalgamated corporation, the 
amalgamated corporation is entitled to the benefit of s. 21(1) of the ITAR, under which the 
proceeds of the disposition of the goodwill are reduced by a percentage of such proceeds. The 
percentage was 60% for the 1972 taxation year, declining by 5% for each taxation year 
thereafter until 1984. Section 21(1) of the ITAR applies where the particular business has been 
carried on continuously by a taxpayer from January 1, 1972 to the time of disposition. Since s. 
87(2)(f) deems the amalgamated corporation to be the same corporation as, and a continuation 
of, each predecessor corporation, the amalgamated corporation will be considered to have 
carried on the business during the period it was carried on by the predecessor. Where a 
government right in respect of a business carried on by a predecessor corporation prior to 1972 


is acquired by the amalgamated corporation after 1972 and subsequently sold, the treatment 
available to the predecessor corporation under the transitional rules is available to the 
amalgamated corporation: ss. 21(2.1) and (2.2) of the ITAR. 


11 prior to its amendment in 1994, s. 87(2)(f) contained an express requirement that the business 
of the predecessor corporation to which cumulative eligible capital related be carried on by the 
amalgamated corporation. It is thought that the reference was removed as being redundant 
because, under the provisions governing eligible capital property in s. 14 of the Act, such 
amounts can only exist in respect of a business. This conclusion is reinforced by the Technical 
Notes to the current version of s. 87(2)(f), which state that the 1994 amendment ".. . is 
intended to ensure that the new corporation is placed in the same position as the predecessor 
corporation with regard to eligible capital property of a business previously carried on by the 
predecessor corporation which is now carried on by the new corporation." 


18Se¢ Interpretation Bulletin IT-143R3, dated August 29, 2002, paragraph 14 and paragraph 1.96 
of Folio F4-S7-C1. 
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7.2.10 Reserves 


A taxpayer is entitled to claim a reserve pursuant to various provisions of the Act in respect 
of amounts owing to the taxpayer for property sold or services rendered and in respect of 
certain obligations to deliver goods or render services in the future. A reserve claimed as a 
deduction in computing income in one year is brought back into income in the following year 
and, if the amount remains owing and the other requirements for claiming the reserve are 
met, a fresh reserve may be deducted in that following year. Section 87 contains several 
provisions relating to the flow-through of these reserves to the amalgamated corporation. 
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(a) General 


The general effect of the provisions in section 87 relating to the treatment of reserves is to 
place the amalgamated corporation in the same position with respect to reserves as the 
predecessor corporation. This is generally accomplished in three steps. First, the 
predecessor corporation is entitled to deduct reserves in computing its income for its 
taxation year ending immediately prior to the amalgamation. (The predecessor corporation's 
entitlement to deduct reserves may be inferred from the fact that there is no provision in the 
Act that would deny this right.) Second, reserves claimed by a predecessor corporation for 
its last taxation year are deemed to have been claimed by the amalgamated corporation for 
the taxation year immediately preceding its first taxation year: section 87(2)(g)(i). The effect 
of this provision is to put the amalgamated corporation in the same position as the 
predecessor corporation with respect to such reserves in order that the amount of such 
reserves may be included in the amalgamated corporation's income in its first taxation year. 
See, for example, section 12(1)(e). Finally, a number of specific statutory provisions enable 
the amalgamated corporation to claim a new reserve. 
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(b) Bad Debts 


Bad debts written off by a predecessor corporation either in its last taxation year or in any 
previous taxation year are deemed to have been deducted by the amalgamated corporation 
in computing its income for a taxation year preceding its first taxation year: section 87(2)(g) 
(ii). Consequently, if the amalgamated corporation subsequently recovers a debt previously 
written off by a predecessor corporation as a bad debt, the amount recovered is included in 
the amalgamated corporation's income pursuant to section 12(1)(i). An account receivable 
of a predecessor corporation that was included in its income, or a loan made by a 
predecessor in the ordinary course of a money-lending business carried on by it, is deemed 
to be a debt owing to the amalgamated corporation that was included in the income of the 
amalgamated corporation for a previous taxation year or that arose from a loan so made by 
it: section 87(2)(h). Accordingly, if such an account receivable or loan of the predecessor 
corporation becomes a bad debt after the amalgamation, the amalgamated corporation will 
be entitled to deduct the amount of the bad debt under section 20(1)(p). 


2019 Thomson Reuters Canada Limited 
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(c) Doubtful Debts 


Section 20(1)(1)(i) provides that a taxpayer may deduct a reasonable amount as a reserve for 
doubtful debts that have been included in computing its income. The reserve may also be 
deducted under section 20(1)(1)(ii) for doubtful debts that have arisen from lending assets 
or loans acquired or made in the ordinary course of business of insurance or lending money 
by an insurer or taxpayer whose business includes lending money. Section 20(1)(1.1) 
provides that a taxpayer may deduct the lesser of a reasonable amount as a reserve for 
credit risk losses under guarantees, letters of credit, derivative contracts, and similar 
instruments and 90% of the credit risk losses determined for GAAP. 


When the guarantee or a debt is no longer doubtful, but is finally established to be bad, it 
will be deductible under section 20(1)(p) if it has been included in computing the taxpayer's 
income or arose from lending assets or loans acquired or made in the ordinary course of 
business by an insurer or by a taxpayer whose business includes lending money. 


Section 87(2)(h) provides that a debt that included in the income of a predecessor 
corporation or a loan, lending asset, or commitment described in section 20(1)(1.1) that was 
acquired, issued, made, or assumed in the ordinary course of business of an insurer or 
corporation whose ordinary business included the lending of money, will retain its status for 
the purposes of taking a deduction under section 20(1)(1), (1.1) or (p). Accordingly, the 
amalgamated corporation will be entitled under section 20(1)(1)(i) to deduct a reasonable 
reserve for debts included in the income of the predecessor corporation that have become 
doubtful debts. Similarly, the amalgamated corporation will not be precluded from taking 
the deductions under sections 20(1)(1)(ii) and, (1.1), and (p)(ii) in respect of various loans, 
lending assets, or commitments of the predecessor corporation by reason only of the failure 
of the amalgamated corporation to have actually made, acquired, issued, or assumed those 
items in the ordinary course of its business of insurance or the lending of money. 
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(d) Contingent Reserves for Banks and Insurers 


For the purposes of the bad debt inclusion in respect of inventory under section 12.4, and 
the special bank reserve under section 26, the amalgamated corporation will be treated as 
the same corporation and a continuation of each predecessor corporation: section 87(2) 
(g.1). Accordingly, such reserves will receive the same treatment as allowed for other 
reserves on an amalgamation. 
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(e) Properties Sold in the Course of Business 


For the purposes of computing a deferred payment reserve of the amalgamated corporation 
under section 20(1)(n), amounts owing to a predecessor corporation in respect of properties 
sold in the course of the business of the predecessor corporation are deemed to have been 
included in the income of the amalgamated corporation for a previous year: section 87(2)(i). 
As a result, the amalgamated corporation is entitled to claim a deferred payment reserve in 
respect of the property similar to the reserve that could have been claimed by the 
predecessor corporation. The reserve under section 20(1)(n) in respect of a property sold in 
the course of a business is not available if the sale occurred more than 36 months before the 
end of the taxation year in which the reserve is being claimed. Accordingly, the limitation on 
claiming the reserve for more than three years after the sale of the property will also apply 
to the amalgamated corporation and, depending on the amalgamated corporation's choice of 
taxation year-end in relation to that 36-month period, the reserve may be prematurely lost. 
Section 20(1)(ll) applies where a predecessor corporation has disposed of a property to 
deem the amalgamated corporation to be the same corporation as, and a continuation of, the 
predecessor for purposes of computing any section 20(1)(n) reserve. 
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(f) Undelivered Goods and Services 


For the purposes of computing a reserve of the amalgamated corporation under sections 
20(1)(m) (which deals with reserves in respect of goods to be delivered in the future, 
services to be rendered in the future, rental premises to be made available in the future and 
returnable containers), 20(1)(m.1) (which deals with reserves for a manufacturer's extended 
warranty) and 32 (which deals with reserves for unearned commissions of insurance agents 
or brokers), the amalgamated corporation is treated as a continuation of the predecessor 
corporation: section 87(2)(j) in the case of sections 20(1)(m) and (m.1), and section 87(2)(j.6) 
in the case of section 32. Accordingly, any amount included in the income of the predecessor 
corporation by virtue of section 12(1)(a) in respect of certain prepaid or unearned amounts 
is deemed to have been included in the income of the amalgamated corporation for a 
previous taxation year. As a result, the amalgamated corporation is entitled to deduct a 
reserve under sections 20(1)(m), (m.1), or 32 for a particular taxation year in respect of any 
amount that the predecessor corporation would have been entitled to deduct under sections 


20(1)(m), (m.1) or 32 if the amalgamation had not taken place.22 


Under sections 20(1)(m.2) and (24), respectively, a deduction is permitted for a repayment of 
an amount or for the payment of an amount to obtain a third party's undertaking to deliver 
goods or render services in respect of an amount previously included in income under 
section 12(1)(a). Section 87(2)(j) deems the amalgamated corporation to be a continuation of 
the predecessor corporation and permits the amalgamated corporation to claim the 
deduction under section 20(1)(m.2) or (24) in the same manner and to the same extent as 


would the predecessor corporation if the amalgamation had not taken place.22 


FOOTNOTES 


19 For amalgamations occurring before 1991, the reference to s. 32 was in s. 87(2)(j). As a result of 
a previous amendment made to s. 87(2)(j.6), which provided for a carryover of the s. 32 reserve 
on an amalgamation, the reference to s. 32 was deleted from s. 87(2)(j). Since the amendments 
to ss. 87(2)(G) and (j.6) were effective as of the same date, the change had no practical effect. 


80For amalgamations occurring before 1991, s. 87(2)(j) did not refer to s. 20(24). Therefore, when 
an unearned payment was included in the income of a predecessor corporation pursuant to s. 
12(1)(a), the amalgamated corporation was not eligible to claim a deduction under s. 20(24). 
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(g) Capital Properties 


Section 87(2)(m) allows the amalgamated corporation to carry over the section 40(1)(a)(iii) 
deferred payment reserve in respect of the disposition of a property claimed by a 
predecessor corporation in respect of unpaid amounts owing to the predecessor corporation 
on the disposition of capital property and the section 44(1)(e)(iii) reserve claimed by a 
predecessor corporation under the replacement property rules. Section 20(1)(ll) applies 
where a predecessor disposed of a property to deem the amalgamated corporation to be the 
same corporation as, and the continuation of, the predecessor corporation for computing the 
claim. Any such reserve claimed by a predecessor corporation for its last taxation year is 
deemed to have been claimed by the amalgamated corporation in a taxation year 
immediately preceding its first taxation year from the disposition by it of that property: 
section 87(2)(m)(i). Thus the amount of the reserve claimed by the predecessor corporation 
in its last taxation year is included in computing the capital gain of the amalgamated 
corporation in its first taxation year pursuant to section 40(1)(a)(ii) or 44(1)(e)(ii), as the 


case may be.81 


If an unpaid amount remains owing to the amalgamated corporation at the end of its first 
taxation year, the amalgamated corporation can claim a reserve under section 40(1)(a) (iii) or 
44(1)(e)(iii), as the case may be. In order to calculate this reserve, the original capital gain 
must be determined pursuant to section 40(1)(a)(i) or 44(1)(e)(i). In order to permit this 
calculation, section 87(2)(m)(ii) deems the reserve claimed by the predecessor in its last 
taxation year to be the amount determined under section 40(1)(a)(i) or 44(1)(e)(i). It is 
thought that this is intended to permit the continuity of the reserve to flow through on an 
amalgamation. However, there is a deficiency in the wording of section 87(2)(m)(ii) because 
it does not permit the amalgamated corporation to compute its reserve by reference to the 
original capital gain but rather requires it to compute its reserve by reference to the amount 
of the reserve claimed by the predecessor in its last taxation year, which would be less than 
the original capital gain. 


FOOTNOTES 


81 Because these reserves can only be claimed for a limited number of taxation years, an 


amalgamation resulting in a short taxation year in a corporation may shorten the period during 
which the reserves are available. 


2019 Thomson Reuters Canada Limited 
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(h) Quadrennial Surveys 


Section 87 does not refer to the section 20(1)(0) quadrennial survey reserve. However, it 
would appear that such a reference is not necessary due to the method of computing the 
reserve prescribed in Part XXXVI of the Regulations. In addition, section 87(2)(g) deems any 
reserve deducted by a predecessor corporation to have been deducted by the amalgamated 
corporation for a taxation year immediately preceding its first taxation year. Section 12(1)(h) 
then includes in income any section 20(1)(o) reserve deemed to have been deducted in that 
year in the income of the amalgamated corporation. 
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(i) Uncollectible Proceeds 


While not strictly speaking reserves, the sections 20(4) to (5.1) deductions in respect of 
uncollectible proceeds of disposition of depreciable property, timber resource property, 
eligible capital property, and mortgages taken back on land sold in connection with 
depreciable property or timber resource property are similar to bad debt deductions. 
Sections 20(4) to (4.2) provide a deduction in computing income of a taxpayer where it is 
established that an amount owing to the taxpayer as, or on account of, proceeds of 
disposition of such a property, has become a bad debt in the taxation year. Generally, the 
deduction is equal to the lesser of the amount owing to the taxpayer and the amount, if any, 
by which the capital cost to the taxpayer of the property exceeds the amounts realized on 
account of the proceeds of disposition. In the case of an eligible capital property, the 
deduction is equal to half of the amount receivable as a result of the disposition of the 
property that did not generate capital gains exemption under section 110.6 and that proves 
to be uncollectible. Section 20(4.3) applies where the deduction under section 20(4.2) has 
been reduced as a result of the use by the taxpayer of a capital gains exemption to offset an 
income inclusion under section 14(1). In that case the taxpayer is deemed to have an 
allowable capital loss which effectively restores the capital gains exemption used in 
sheltering the gain. Similar deductions are available under section 20(5) or (5.1) where a 
mortgage received on the disposition of a depreciable property or timber resource property 
is later disposed of at a loss in a sale to an arm's length purchaser. The general effect of the 
sections 20(4) to (5.1) deductions is to adjust the recapture of capital cost allowance, 
terminal loss, or negative balance of a taxpayer's cumulative eligible account to the extent 
that amounts receivable as a result of the disposition of the property prove to be 
uncollectible or (in some circumstances) are sold at a loss. 


Where an amount owing to a predecessor corporation becomes a debt owing to the 
amalgamated corporation upon amalgamation, it is not clear that it can be said in respect of 
the amalgamated corporation that the debt is on account of the proceeds of disposition of 
depreciable property of the amalgamated corporation. This is because nothing in the Act 
deems the amalgamated corporation to have had a capital cost in property the predecessor 
sold prior to the amalgamation for this purpose. The absence of such a provision would be of 
no consequence if the amalgamated corporation was a continuation of the predecessor and 
not a new corporation (as discussed at §7.1 above). It would be preferable that the debt be 
established to have become bad prior to the amalgamation: see the discussion at §7.2.10(b) 
above. 
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(j) Credit Unions 


In now-cancelled Interpretation Bulletin IT-48382, CRA took the position that where there 
has been an amalgamation after May 6, 1974 of two or more credit unions, the maximum 
cumulative reserve of the new corporation is reduced by whatever amounts would have 
reduced the maximum cumulative reserves of the predecessor corporations if they had 
continued their separate existences. 


FOOTNOTES 


82nated April 13, 1982 at paragraph 40. 
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7.2.11 Holdbacks 


CRA takes the position that payments and holdbacks that have not been included in the 
income of a predecessor corporation because they were not receivable will flow through to 


the amalgamated corporation and be included in its income when they become receivable.82 
Where a predecessor corporation uses the completion method of computing income on 
construction contracts, CRA states that it is acceptable to flow through the deferred costs 
and revenues pertaining to all uncompleted jobs of that corporation to the amalgamated 
corporation if the latter also adopts a completion method and the predecessor corporation 
will not be required to include in its income any amounts in respect of these contracts at the 
time of amalgamation. 


FOOTNOTES 


83 Paragraph 1.25 of Folio S4-S7-C1. 
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7.2.12 Interest Income 


The Act requires taxpayers to include in income interest that has accrued on debt 
obligations (sections 12(3) and (9)) and life insurance policies and annuity contracts 
(sections 12.2, 20(19) and 56(1)(d)). Corporations, partnerships and certain trusts are 
required to include such interest in income every year. Section 87(2)(j.4) provides that, for 
the purposes of sections 12(3), and (9), 12.2, 20(19), and the definition of "adjusted cost 
basis" in section 148(9)(a), the amalgamated corporation is deemed to be the same 
corporation as, and a continuation of, each predecessor corporation. 


Section 81(1)(m) exempts from income under the Act interest income received by a 
corporation on certain debt obligations arising from the disposition before June 18, 1971 ofa 
foreign public utility or public service business. Section 87(2)(jj) provides that, for the 
purposes of section 81(1)(m), an amalgamated corporation is deemed to be the same 
corporation as, and a continuation of, each predecessor corporation. Accordingly, the 
exemption for interest income provided by section 81(1)(m) that was available to a 
predecessor corporation will also be available to the amalgamated corporation. 


2019 Thomson Reuters Canada Limited 
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7.2.13 Prepaid Expenses 


Section 18(9) limits the deduction of certain prepaid expenses to the taxation years to which 


the expense can reasonably be considered to relate.24 This section applies to prepaid 
expenses for services, interest, taxes, rent, royalties and insurance. Section 87(2)(j.2) 
provides that, for the purposes of section 18(9), the amalgamated corporation is deemed to 
be the same corporation as, and a continuation of, each predecessor corporation. Therefore, 
a prepaid expense incurred by the predecessor corporation, which the predecessor 
corporation was not able to deduct by virtue of section 18(9), can be deducted by the 
amalgamated corporation after the amalgamation in the appropriate period. 


While there is no express rule for prepaid expenses that are not covered by section 18(9), 
CRA takes the position that section 18(9) was enacted for greater certainty and, 
notwithstanding that it does not cover all types of expenses that can be prepaid, the Act 
always required (and continues to require) all material costs related to future periods to be 
expensed in those periods if the failure to defer the expense would distort the net profit in 
the year incurred or in a subsequent year.25 Such expenses would probably be regarded as 
carrying through to the amalgamated corporation so that the amalgamated corporation 
could deduct them in the appropriate period. 


FOOTNOTES 


84 See §7.2.15 for a discussion of s. 18(9.01) in respect of certain insurance premiums. 


85 tnterpretation Bulletin IT-417R2, dated February 10, 1997, paragraph 5. 
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7.2.14 Injected Substances 


Section 20(1)(mm) provides that a taxpayer may deduct the cost to the taxpayer of any 
substance injected into a natural reservoir to assist in the recovery of petroleum, natural 
gas, or related hydrocarbons. The deduction may be taken in the taxation year of injection or 


any subsequent taxation year. Where a taxpayer has a taxation year of less than 51 weeks,2® 
the taxpayer's maximum claim otherwise determined under section 20(1)(mm) is pro-rated 
according to the number of days in the year. The taxpayer is, however, permitted to deduct 
an amount equal to the total injected substance cost incurred in the year. The pro-ration of 
the deduction under section 20(1)(mm) is consistent with the pro-ration of resource 
deductions under section 66(13.1) and is intended to prevent a deduction under section 
20(1)(mm) from being claimed by a taxpayer in a short taxation year in order to avoid the 
reduction in the taxpayer's resource allowance that would otherwise result from the 
deduction being claimed in the year in which the taxpayer had substantial resource 


profits.82 Furthermore, section 10(5)(c) provides that the injected substance constitutes 
inventory of the taxpayer having a cost of nil, thereby attempting to ensure that there will be 
an income inclusion should the substance be disposed of at a subsequent time. Pursuant to 
section 87(2)(j.2), for the purposes of section 20(1)(mm), the amalgamated corporation is 
deemed to be the same corporation as, and as a continuation of, each predecessor 
corporation. Therefore, to the extent that a predecessor corporation has not deducted the 
cost of injected substances, the amalgamated corporation will be entitled to do so. 
Furthermore, the injected substances, the cost of which was deductible to the amalgamated 
or predecessor corporation pursuant to section 20(1)(mm), constitute inventory of the 
amalgamated corporation with a nil cost. 


FOOTNOTES 


86ror taxation years commencing after July 13, 1990. 


87 The resource allowance was eliminated for taxation years beginning after 2006. 
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7.2.15 Employee Benefit Plans 


Section 87(2)(j.3) deems an amalgamated corporation to be the same corporation as and a 
continuation of its predecessors for the purposes of rules relating to salary deferral 
arrangements, employee benefit plans, and retirement compensation arrangements in 
sections 12(1)(n.1), (n.2), (n.3), 20(1) (1), (00), (pp), 32.1, 104(13)(b), and Part X1.3. 


Sections 20(1)(o00) and (pp) permit an employer to claim a deduction in respect of a deferred 
amount under a salary deferral arrangement which has been included in an employee's 
income. Under section 12(1)(n.2), the employer must recapture this deduction where the 
employee forfeits the right to receive the benefit, and accordingly becomes entitled to a 
deduction in respect of the forfeited amount. Section 87(2)(j.3) applies for the purposes of 
these rules and for the purposes of the special rules in sections 32.1 and 104(13)(b) 
respecting employee benefit plans. 


Sections 20(1)(r), 12(1)(n.3), and Part XI.3 relate to retirement compensation arrangements. 
By virtue of section 87(2)(j.3), the amalgamated corporation will be treated as having made 
contributions that were previously made by any of its predecessor corporations. 


Section 87(2)(q) provides that for the purposes of sections 147, 147.1, and 147.2 and any 
regulations under section 147.1(18), an amalgamated corporation is deemed to be the same 
corporation as and a continuation of the predecessor corporation. Section 147 deals with 
deferred profit-sharing plans. Sections 147.1 and 147.2 deal with registered pension plans. 
Accordingly, in determining whether the amalgamated corporation can make plan 
contributions in respect of service by an employee of a predecessor, s. 8503(a)(i) of the 
Regulations will include the period of employment by the predecessor.22 

For purposes of section 18(9.01), which operates to match employer deductions for group 
term life insurance with income inclusions for employees, section 87(2)(j.2) deems an 
amalgamated corporation to be the same corporation as a predecessor corporation. 


There are no other express provisions in the Act dealing with the effect of amalgamation 
upon various other plans that might have been established for the benefit of employees, such 
as employee profit sharing plans, supplementary unemployment benefit plans, or employee 
trusts.22 However, as the amalgamated corporation will possess all the assets of, and be 
subject to all the liabilities of, the predecessor corporations, these plans would be part of the 
amalgamated corporation. 


An amalgamation may create a problem with respect to whether the qualified investments of 
a deferred profit sharing plan may include shares of an employer corporation. Under 


paragraph (e) of the definition of "qualified investment" in section 204, equity shares of an 
employer corporation may be a qualified investment if the corporation has met certain 
dividend or earnings tests over the five taxation years preceding acquisition of the shares by 
the plan. If the corporation goes through an amalgamation, it would appear that the tests 
cannot be met until a new five-year period has passed because, under section 87(4), the plan 
will be deemed to have disposed of, and re-acquired the shares on the amalgamation (see 
§7.3.1). The failure to address the continuity of all the tax attributes of a predecessor would 
be of no consequence if the amalgamated corporation was a continuation of the predecessor 
and not a new corporation. 


FOOTNOTES 


88 See paragraph 1.67 of Folio S4-F7-C1. 


89 See chapter 13 for a discussion of employee stock option plans. 
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7.2.16 Lease Cancellation Payments 


The deduction of lease cancellation payments is restricted to the circumstances set out in 
sections 20(1)(z) and (z.1) of the Act. Section 20(1)(z) requires a landlord to deduct a lease 
cancellation payment on an amortized basis except where the property has been sold and no 
part of the payment was deductible under section 20(1)(z.1) for a previous year. Section 
20(1)(z.1) provides that, where a property has been sold during the year, the portion of a 
lease cancellation payment not deductible under section 20(1)(z) in a previous year is 
deductible in the year (or in the case of a capital property, 50% deductible). For the purposes 
of these sections, section 87(2)(j.5) deems the amalgamated corporation to be the same 
corporation as, and a continuation of, each predecessor corporation. Therefore, the 
limitations on deducting lease cancellation payments will continue to apply to the 
amalgamated corporation and the amalgamated corporation will be entitled to the benefit of 
the section 20(1)(z.1) deduction. 


01 JUL 2023 PAGE 471 


Taxation of Corporate Reorganizations Third Edition 
7 — AMALGAMATIONS 
7.2 Amalgamated Corporation 
7.2.17 Inducement Payments and Government Assistance 


7.2.17 Inducement Payments and Government Assistance 


An amount received by a taxpayer as an inducement or as a reimbursement, contribution, 
allowance, or assistance is generally required to be included in computing the taxpayer's 
income unless the taxpayer elects to reduce the capital cost or adjusted cost base, as the 
case may be, of related property or unless the taxpayer elects to reduce the amount of a 
related outlay or expense: sections 12(1)(x), 12(2.2), 13(7.1), 13(7.4), 53(2)(s), and 53(2.1). 
A subsequent repayment by the taxpayer of all or part of the amount will give rise to an 
income deduction or an increase in capital cost, undepreciated capital cost or the adjusted 
cost base, as the case may be: sections 13(7.4)(b), 20(1)(hh), and 53(2)(s). The repayment of 
an amount that was applied in reduction of the adjusted cost base of a taxpayer's non- 
depreciable capital property, after the disposition of that property, will be treated as a 
capital loss of the taxpayer pursuant to section 39(13). For the purposes of these provisions, 
the amalgamated corporation is deemed to be the same corporation as, and a continuation 
of, each predecessor corporation: section 87(2)(j.6). Thus, if a predecessor corporation 
receives an inducement payment and, subsequent to amalgamation, the amalgamated 
corporation makes a total or partial repayment thereof, the amalgamated corporation is 
entitled to the appropriate income deduction, capital loss, or increase in capital cost, 
undepreciated capital cost, or adjusted cost base.22 Moreover, if the amalgamated 
corporation reserves an amount described in section 12(1)(x) in respect of an expense 
incurred by, or a property acquired from, a predecessor corporation, it will not be precluded 
from making the election to reduce the expense, capital cost or adjusted cost base by virtue 
of the amalgamation having occurred. 


Section 37(1)(d) reduces a taxpayer's pool of scientific research and experimental 
development expenditures by the amount of any government assistance or non-government 
assistance in respect of such expenditures that the taxpayer has received or is entitled to 
receive. Section 37(1)(c) increases this pool by the amount of any such assistance repaid by 
the taxpayer. The amalgamated corporation is deemed to be the same corporation as, and a 
continuation of, each predecessor corporation for the purposes of section 37(1)(c). Thus, ifa 
predecessor corporation receives any assistance that reduces its pool of research and 
development expenditures and, subsequent to amalgamation, the amalgamated corporation 
makes a total or partial repayment thereof, the amalgamated corporation is entitled to 
increase its pool of research and development expenditures by a corresponding amount. 
This result is similar to that achieved in respect of assistance paid to a taxpayer otherwise 
than in respect of research and development expenditures by way of the provisions of 
sections 12(1)(x) and 13(7.1)(a). Section 12(1)(t) includes in income investment tax credits 
deducted under sections 127(5) and (6). (See §7.2.36(c) below.) For the purposes of section 
12(1)(t), section 87(2)(j.6) deem the new corporation to be the same corporation as, and a 


continuation of, each predecessor corporation. 


FOOTNOTES 


see paragraph 1.44 of Folio S4-F7-C1. 


2019 Thomson Reuters Canada Limited 
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7.2.18 Ineligible Partnership Transfers 


Section 97(3) denies the section 97(2) tax-deferred rollover or property to a partnership in 
certain circumstances. For the purposes of s. 97(3), s. 87(2)(g.1) provides that an 
amalgamated corporation is the same corporation as, and a continuation of, a predecessor 
corporation. 
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7.2.19 Cooperative Corporations 


For the purposes of section 135, s. 87(2)(g.5) provides that an amalgamated corporation is 
the same corporation as, and the continuation of, a predecessor corporation. This ensures 
that the amalgamation of a cooperative corporation or of a corporate customer will not 
prevent the amalgamated corporation deducting an amount paid in satisfaction of an 
allocation by a predecessor or paid to the successor of a customer corporation. 
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7.2.20 Financial Institutions 


Section 87(2)(g.2) applies in respect of a number of the rules governing financial institutions 
contained in sections 142.4 to 142.6 of the Act. It provides that the amalgamated 
corporation is deemed to be the same corporation as, and a continuation of, each 
predecessor corporation for the purposes of sections 142.4(4)(c) and (d), dealing with the 
amortization of gains or losses on dispositions of specified debt obligations; section 
142.51(11), providing for adjustments to income where a taxpayer ceases to be a financial 
institution; and section 142.6(1), which provides for deemed dispositions of property and a 
deemed taxation year-end when a taxpayer becomes or ceases to be a financial institution. 
Where the corporation resulting from an amalgamation is a financial institution, section 
142.51(7) deems it to be the same corporation as each predecessor that was a financial 
institution in respect of amounts included under section 142.51(2) or deducted under 
section 142.51(3) for its transition year; amounts deducted under section 142.51(4) or 
included under section 142.51(5) for a year beginning before the amalgamation and any 
other amount that is includable or deductible under sections 142.51(4) or (5) after the 
amalgamation absent section 142.51(7). Section 142.51 deals with changes in accounting 
rules. 


An amount deductible under section 181.1(4) or 190.1(3) by a predecessor corporation will 
be deductible by the new amalgamated corporation as a result of section 87(2)(.91), which 
deems the amalgamated corporation to be the same corporation as, and a continuation of, 
each predecessor corporation. Section 181.1(4) provides that a corporation may deduct in 
computing its Part I.3 capital tax payable for a taxation year its corporate surtax payable for 
the year and any unused surtax credits for the seven immediately preceding and three 
immediately following taxation years, to the extent of the Part I.3 tax payable for the year. 
Section 190.1(3) provides that a corporation subject to the Part VI financial institutions 
capital tax may deduct in computing its Part VI tax for a taxation year the amount by which 
its Part I tax payable for the year exceeds the lesser of its Canadian surtax for the year and 
its tax payable under Part I.3 for the year (prior to taking into account the section 181.1(4) 
deduction), together with any unused Part I tax credits or unused surtax credits for the 
seven preceding taxation years and three following taxation years as are claimed. 
Consequently, the amalgamated corporation can carry forward any unused Part I or surtax 
credits of its predecessor corporations. The significance of these provisions has been 
diminished by the elimination of the Part I.3 tax after 2005 and of the corporate surtax under 
section 123.2 for taxation years beginning after 2007. 
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7.2.21 Income Attribution 


Section 74.4 generally provides that where an individual has, other than on a commercial 
basis, lent or transferred property, either directly or indirectly, by means of a trust or by any 
other means whatever, to a corporation (other than a small business corporation) for the 
benefit of a spouse or minor, deemed interest is attributable to the individual under a 
formula set out in sections 74.4(2)(d), (e), (f) and (g). Section 74.5 contains a number of 
special rules pertaining, inter alia, to section 74.4. Section 87(2)(j.7) provides that, for the 
purposes of sections 74.4 and 74.5, the new corporation is deemed to be the same 
corporation as, and a continuation of, each predecessor corporation. Thus, section 87(2)(j.7) 
ensures that where an individual has lent or transferred property to a corporation for the 
benefit of a spouse or minor in circumstances where section 74.4 applies and that 
corporation subsequently amalgamates with another corporation, the section 74.4 
attribution rules will continue to apply notwithstanding the amalgamation. 
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7.2.22 Employee Payments 


Where the amalgamated corporation makes a payment to a person that would have been 
taxable to that person under section 6(3) of the Act if it had been received from a 
predecessor corporation (e.g., a hiring bonus, or consideration for a covenant not to 
compete after any termination of employment, or other remuneration of the employee), the 
payment is deemed to be remuneration received by the recipient for purposes of section 5: 
section 87(2)(k). In the absence of this provision, an individual might claim that amounts 
received from an amalgamated corporation were not covered by section 6(3) because the 
necessary employer-employee relationship or related contract was between the taxpayer 
and the predecessor corporation rather than between the taxpayer and the amalgamated 
corporation. 


2019 Thomson Reuters Canada Limited 
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7.2.23 Scientific Research and Experimental Development 


The amalgamated corporation is deemed for the purposes of section 37 to be the same 
corporation as, and a continuation of, each predecessor corporation: section 87(2)(1). 
Therefore, the amalgamated corporation is entitled to deduct, pursuant to section 37(1), 
current and capital expenditures on scientific research and experimental development made 
by a predecessor corporation in Canada to the extent that such expenditures were not 
deducted by the predecessor corporation (because the predecessor corporation would have 
been entitled to deduct the unused expenditures had there been no amalgamation). 


Scientific research and experimental development expenditures made by a predecessor 
corporation outside Canada cannot be carried forward and deducted by the amalgamated 
corporation in a future year (because the predecessor corporation would have been denied a 


carry forward had there been no amalgamation).24 


FOOTNOTES 


I see s. 37(2). Certain salary or wages paid to employees resident in Canada but who conduct 
research outside Canada may be deemed to be expense incurred in Canada: see ss. 37(1.4) and 
(1.5). 
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7.2.24 Replacement Property 


In general terms, sections 13(4) and 44 provide that any recapture of capital cost allowance 
or capital gain resulting from the loss, destruction or expropriation of property or from the 
disposition of a former business property may be deferred to the extent that the taxpayer 


acquires replacement property on a timely basis.22 


Where property of a predecessor corporation is unlawfully taken, lost, destroyed, or 
expropriated, or where a former business property of the predecessor corporation was 
disposed of by it, the amalgamated corporation is deemed for purposes of sections 13 and 44 


to be a continuation of its predecessor corporation: section 87(2)(1.3).23 This puts the 
amalgamated corporation in the same position as the predecessor corporation with respect 
to the property so that the amalgamated corporation will be entitled to the same relief under 
sections 13(4) (dealing with depreciable property) and 44 (dealing with non-depreciable 
capital property) as would the predecessor corporation had the amalgamation not 
occurred.24 Section 87(2)(1.4) provides a similar rule in respect of an election under s. 
13(4.2) relating to a limited period franchise, concession or licence. 


CRA's view is that real property owned and used by a predecessor corporation in its business 
which becomes property of an amalgamated corporation will be a former business property 
of the amalgamated corporation if it is used by the amalgamated corporation after the 
amalgamation primarily for the purpose of gaining or producing income from a business and 
otherwise satisfies the requirements of the definition of "former business property" in 
section 248(1).25 This suggests that, where an amalgamated corporation disposes of real 
property immediately following the amalgamation, the property would not be a former 
business property of the amalgamated corporation and the amalgamated corporation could 


not defer realization of recaptured depreciation or capital gains on the disposition.2© 


FOOTNOTES 


92 applicable with respect to dispositions of former properties occurring after July 13, 1990, the 


replacement property rules were restricted to replacement property that is taxable Canadian 
property where the former property was taxable Canadian property. Section 87(2)(1.3) ensures 
replacement property for former property disposed of prior to July 13, 1990 would retain its 


grandfathered status. As stated by the Department of Finance in its Technical Notes, dated June 
19, 1992: "For example, where a predecessor corporation disposed of a property before April 3, 
1990, the new corporation's replacement property for that former property need not be taxable 
Canadian property as the new corporation is considered to be a continuation of the predecessor 
corporation for that purpose." 


93 "Former business property" is defined in s. 248(1). 


94 For amalgamations occurring prior to 1989, s. 87(2)(1.3) only applied to properties that were 
unlawfully taken, lost, destroyed or expropriated. See Interpretation Bulletin IT-474R, dated 
March 14, 1986, paragraph 22. 


25 Paragraph 10 of Interpretation Bulletin IT-491, dated September 3, 1982, as amended by 
Special Release dated April 8, 1993; paragraph 22 of Interpretation Bulletin IT-259R4, dated 
September 23, 2003. 


Bee also Technical Interpretation, CRA Document 9016135(E), dated October 30, 1990. 
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7.2.25 Warranty Outlays 


An outlay or expense made or incurred by an amalgamated corporation pursuant to an 
obligation or warranty given by a predecessor corporation on the sale of capital property is 
deemed to give rise to a capital loss to the amalgamated corporation under section 42 of the 
Act to the extent that such outlay or expense, if made by the predecessor corporation, would 
have given rise to a capital loss to the predecessor corporation: section 87(2)(n). 
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7.2.26 Options 


For the purpose of section 49(2), an option granted by a predecessor corporation, which 
expires after the amalgamation, is deemed to have been granted by the amalgamated 
corporation and any proceeds received by the predecessor corporation for the granting of 
the option are deemed to have been received by the amalgamated corporation: section 87(2) 
(o). Under section 49(2), when a corporation grants an option to acquire its own shares, 
bonds or debentures, the expiry rather than the granting of the option is considered to be a 
disposition of a capital property with an adjusted cost base of nil and the proceeds of 
disposition are deemed to be the proceeds received by the corporation for granting the 
option. Consequently, where a predecessor corporation grants such an option that expires 
after the amalgamation, the amount received by the predecessor corporation for the 
granting of the option will be treated as a capital gain realized by the amalgamated 
corporation and a loss by the holder of the expired option. Section 143.3 denies the loss to a 
holder who does not deal at arm's length with the issuing corporation when the option is 
acquired. Where the loss is so denied, s. 49(2) provides that there is no corresponding 
capital gain to the corporation. For these purposes, s. 87(2) (o)(ii) and (iii) deem a person 
dealing at arm's length, or not at arm's length, as the case may be, with a predecessor to 
have the same status with respect to the amalgamated corporation. 


When a corporation has granted a call option (other than an option to acquire its own shares, 
bonds or debentures) or a put option, the granting of the option is a disposition of property 
and the corporation realizes a capital gain equal to the amount received by it for granting 
the option. If the option is exercised in a subsequent taxation year, sections 49(3) and (3.1) 
provides that any consideration received by the corporation for granting the option is 
included in its proceeds of disposition of the property, or cost of the property in the case ofa 
put option. An amended return can be filed in respect of the earlier year to exclude the 
capital gain realized when the option was granted. Where a predecessor corporation has 
granted an option and received proceeds of disposition and the option is exercised after an 
amalgamation, there is no provision in section 49 or 87 that would move the consideration 
for granting the option from the year in which the option was granted to the year in which 


the option was exercised.22 


The treatment of an option held by a taxpayer in a predecessor corporation is discussed in 
§7.3.6. 


FOOTNOTES 


I7 See paras. 1.45 and 1.46 of Folio F4-S7-C1. 
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7.2.27 Foreign Affiliate Shares 


On an amalgamation of two or more taxable Canadian corporations, where one of the 
predecessor corporations owns shares of a foreign affiliate that represent capital property, 
the general provisions set out in section 87(2)(e) dealing with capital property acquired by 
the amalgamated corporation from a predecessor corporation will apply. 


Where shares of a foreign affiliate of a predecessor corporation have been acquired by an 
amalgamated corporation as a result of an amalgamation and the affiliate has become a 
foreign affiliate of the amalgamated corporation, any adjustments to the adjusted cost base 
of the shares to the predecessor corporation pursuant to section 92 are deemed to have been 
made in computing the adjusted cost base of such shares to the amalgamated corporation: 
section 87(2)(u)(i). Consequently, when the amalgamated corporation receives dividends out 
of the taxable surplus of the foreign affiliate, it will be entitled to a deduction under section 
91(5) to the extent that the foreign accrual property income of the foreign affiliate was taxed 
to the predecessor corporation and thereby increased the adjusted cost base of the shares of 
the foreign affiliate held by the predecessor corporation. Similarly, exempt dividends 
received by a predecessor corporation on a share of a foreign affiliate are deemed to have 
been received by the amalgamated corporation on the share: section 87(2)(u)(ii). As a result, 
if the amalgamated corporation subsequently disposes of the shares of the foreign affiliate at 
a loss, the amount of the loss will be reduced pursuant to section 93(2) by the amount of the 
exempt dividends. 


When two or more taxable Canadian corporations amalgamate and a foreign affiliate of a 
predecessor corporation becomes a foreign affiliate of the amalgamated corporation, the 
foreign affiliate regulations contained in Part LIX of the Regulations provide for adjustments 


in the surplus accounts of the foreign affiliate in respect of the amalgamated corporation.22 


FOOTNOTES 


8stock dividends received after 1971 in respect of the shares of a foreign affiliate of a 
corporation resident in Canada held before 1972 may be deemed, in certain circumstances and 
at the option of the corporation, to be capital property acquired prior to 1972: ss. 26(8.3) and 
(8.4) of the ITAR. By virtue of the provision in s. 26(8.5) of the ITAR, which deems an 


amalgamated corporation to be the same corporation as, and a continuation of, each 
predecessor corporation, these provisions will apply even when there is an intervening 
amalgamation. 


2019 Thomson Reuters Canada Limited 
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7.2.28 Resource Properties 


Section 87(1.2) provides for the continuity of specified resource tax accounts of a 
predecessor corporation on an amalgamation that meets the requirements of section 87(1.1) 
(a) namely, an amalgamation of a corporation and one or more of its subsidiary wholly-owned 
corporations or an amalgamation of two or more subsidiary wholly-owned corporations of 
the same person. The expression "subsidiary wholly-owned corporation" of a person is 
defined in section 87(1.4) to mean a corporation all the issued shares of which belong to the 
person, to a subsidiary wholly-owned corporation of the person or to a combination thereof. 
If these conditions are met, section 87(1.2) deems the amalgamated corporation to be the 
same corporation as and a continuation of its predecessor for the purposes of sections 
59(3.3) (inclusions in income with respect to the recovery of certain resource expenses), 66 
(exploration and development expenses), 66.1 (Canadian exploration expenses), 66.2 
(Canadian development expenses), 66.21 (foreign resource expenses), 66.4 (Canadian oil 
and gas property expenses), 66.7 (the "successor corporation rules"). 


The successor corporation rules limit the deductions that a successor corporation may claim 
for exploration, development and other resource expenses of a predecessor corporation. 
Under these rules, the successor corporation is permitted to deduct, within the limits 
prescribed, the unused exploration and development expenses of the predecessor 
corporation. The successor corporation rules apply where all or substantially all of the 
resource properties of the predecessor are acquired by the successor corporation by 
purchase, amalgamation, merger, winding-up or otherwise. (However, they do not apply to 
an amalgamation described in section 87(1.2): section 66.7(6).) See sections 66.7(1) 
(Canadian exploration and development expense), 66.7(2) (foreign exploration and 
development expense), 66.7(3) (cumulative Canadian exploration expense), 66.7(A4) 
(cumulative Canadian development expense), and 66.7(5) (cumulative Canadian oil and gas 
property expense) of the Act and sections 29(25), and 34(4) of the ITAR. Successor 
corporation rules are also found in the Regulations dealing with depletion allowances. See 
sections 1202(2) to (6) (earned depletion), 1203(3) (mining depletion), 1207(7) (frontier 
depletion), 1212(4) (supplementary depletion), and 1214 (exception for section 87(1.2) 
amalgamations) of the Regulations. Where section 87(1.2) does not apply, section 66.7(7)(c) 
requires the amalgamated corporation to elect to have the rules apply.22 Accordingly, the 
result of the amalgamation may be to "stream" or "compartmentalize" these expenses. 


Section 29 of the ITAR and section 59(3.3) provide for a recapture of depletion allowances in 
certain circumstances. These rules extend to amounts included in the earned depletion base 
of a predecessor corporation where an amalgamated corporation is a successor corporation 


to the predecessor corporation: sections 59(3.3) and (3.4). Although an amalgamated 
corporation referred to in section 87(1.2) is not a successor corporation for the purposes of 
sections 59(3.3) and (3.4) merely by virtue of the amalgamation, such an amalgamated 
corporation is nevertheless subject to section 59(3.3) where a predecessor corporation is 
itself a successor corporation since it is the same corporation as and a continuation of each 
predecessor corporation. 


As noted above, where there has been an amalgamation of a corporation and one or more of 
its subsidiary wholly-owned corporations or an amalgamation of two or more subsidiary 
wholly-owned corporations of the same person, the successor corporation rules do not apply 
to the exploration and development expenses of the predecessor corporations. Rather, there 
is a complete flow-through under section 87(1.2) since the new corporation is deemed to be 
the same corporation as and a continuation of, each predecessor corporation.122 

Avoidance provisions that can apply to the transfer of a resource property to a profitable 
corporation in contemplation of an acquisition of control of that corporation may also apply 
on an amalgamation: sections 66.7(11) and 66(11.4). Section 66.7(11) applies where a 
taxpayer has disposed of all or substantially all of its Canadian or foreign resource 
properties or there has been an acquisition of control of a corporate taxpayer by a person or 
group of persons. Where the taxpayer, or a partnership of which the taxpayer is a member, 
has previously acquired a Canadian or foreign resource property or an interest in a 
partnership and it may reasonably be considered that one of the main purposes of the 
acquisition was to avoid any limitation in the successor corporation rules on the deductibility 
of any resource expense, the anti-avoidance rule applies. The taxpayer is treated for the 
purposes of the successor corporation rules as not having acquired the property. The effect 
is to deny any deduction under the successor corporation rules in respect of the property. By 
virtue of section 87(2)(j.6), which treats an amalgamated corporation as a continuation of its 
predecessors for purposes of section 66.7(11), the rules in section 66.7(11) cannot be 
circumvented by arranging for an amalgamation of the corporation between the time of the 
property acquisition and the time of the change of control or the time of disposition. 


Similarly, section 66(11.4) provides that where there is an acquisition of control of a 
corporation that was not a principal-business corporation immediately before the 12-month 
period preceding the change of control, any Canadian or foreign resource property acquired 
by the corporation (or a partnership of which it is a majority interest partner) in that period 
is considered to have been acquired at the time control is acquired for the purpose of 
calculating the corporation's foreign exploration and development expenses, cumulative 
Canadian development expense, cumulative foreign resource expense, and cumulative 
Canadian oil and gas property expense. Where the property is disposed of before the 
acquisition of control takes place, it is considered, for the purposes of those expense pools, 
to have been acquired by the corporation or partnership immediately before being disposed 
of. This special rule does not apply to property owned by the corporation, partnership or a 
person that would, if section 251.1 were read without reference to the definition of 
controlled in section 251.1(3), be affiliated with the corporation throughout the period that 
began immediately before the 12-month period began and ended when the corporation or 
partnership acquired the property. The purpose of section 66(11.4) is to prevent the transfer 
of resource properties to a taxable corporation in contemplation of an acquisition of control 
in order to reduce its taxable income where the person who is acquiring control would not be 


in a position to use the deductions in respect of those properties. As in the case of section 
66.7(11), section 87(2)(j.6) treats an amalgamated corporation as a continuation of its 
predecessors for the purposes of the rules in section 66(11.4), so that they cannot be 
circumvented by arranging for an amalgamation of the corporation between the time of the 
property acquisition and the time control is acquired. 


Where a predecessor corporation has used borrowed money for the purpose of exploration, 
development, or the acquisition of property and the expenses incurred by it in respect 
thereof are Canadian exploration and development expenses, foreign exploration and 
development expenses, Canadian exploration expense, and has made the election under 
section 21(2) described below in the year of borrowing and all subsequent years, Canadian 
development expense or Canadian oil and gas property expense, an amalgamated 
corporation may, in its first taxation year, elect under section 21(2) to not deduct the cost of 
the borrowed money under section 20(1)(c), (d), (e), or (e.1) and to have the cost of the 
borrowed money deemed to be Canadian exploration and development expenses, foreign 
exploration and development expenses, foreign resource expense in respect of a country, 
Canadian exploration expense, Canadian development expense, or Canadian oil and gas 
property expense incurred by it in the year. Section 87(2)(pp) applies for the purpose of 
calculating the cumulative offset account of the new corporation under section 66.5(2). It 
provides there shall be added to the total otherwise determined under section 66.5(2)(a), the 
total of all amounts by which the cumulative offset account of a predecessor corporation at 
the end of its last taxation year exceeds the amount it deducted under section 66.5(1) in that 
year. 


FOOTNOTES 


99 applicable to amalgamations occurring after June 5, 1987.See paragraph 1.56 of Folio S4-F7- 


C1. 


100 For amalgamations occurring after December 14, 1975 and before 1983, former s. 87(1.3) 
provided that where a shareholder corporation of a joint exploration corporation had 
amalgamated with one or more wholly-owned subsidiaries, the amalgamated corporation was 
deemed to be a shareholder corporation that was the same corporation as, and a continuation 
of, the predecessor shareholder corporation for the purposes of ss. 66, 66.1, 66.2, and 66.4. 
Accordingly, the amalgamated corporation could claim the exploration, development and 
resource property expenses that had been renounced by the joint exploration corporation in 
favour of the predecessor shareholder corporation. Section 87(1.3) was repealed for 
amalgamations occurring after 1982 and replaced by s. 87(1.2). Section 66(15) defines a "joint 
exploration corporation" as a principal-business corporation that has not at any time since 
incorporation had more than ten shareholders. An amalgamated corporation otherwise 
qualifying which, however, had a predecessor corporation with more than ten shareholders 
would still qualify as a joint exploration corporation providing the amalgamation is not one 


described in section 87(1.1) where section 87(1.2) would deem the amalgamated corporation 
to be the same corporation as the predecessor corporation for, among other things, the 
purposes of the definitions in section 66(15). The joint exploration corporation rules were 
eliminated for the most part, in respect of payments or loans received after March 5, 1996 and 
in all cases by December 31, 2006. See question 15, Revenue Canada Round Table, Canadian 
Petroleum Tax Journal (1989) Volume 2, No. 2 (Fall 1989). 


01 JUL 2023 PAGE 490 


Taxation of Corporate Reorganizations Third Edition 
7 — AMALGAMATIONS 
7.2 Amalgamated Corporation 
7.2.29 Interest Expense 


7.2.29 Interest Expense 


Pursuant to section 20(1)(c) of the Act, interest paid or payable on borrowed money used for 
the purpose of earning income from a business or property is deductible in computing 
income. Where funds have been borrowed by a predecessor corporation for the purpose of 
acquiring shares of another predecessor corporation, and the predecessor corporations 
subsequently amalgamate, the question arises as to whether the interest on the borrowed 
money continues to be deductible by the amalgamated corporation because the corporate 
shareholding was cancelled on the amalgamation. Notwithstanding the decision in Palmer- 
McLellan (United),421 and La Tribune Inc. v. Minister of National Revenue,122. it was 
generally considered that interest in these circumstances would continue to be deductible 
by the amalgamated corporation as long as the assets of the acquired predecessor continued 
to be used to earn income from a business or property. This conclusion followed from the 
decision in Trans-Prairie Pipelines Ltd. v. Minister of National Revenue,22 and the 
provisions of section 20(1)(c) of the Act which permit the deduction of interest on money 


borrowed to acquire shares. After considering the implications of Bronfman Trust v. R.,1% 
CRA has confirmed!22 this administrative practice. 


An amalgamated corporation may, in its first taxation year, elect under section 21(1) of the 
Act to capitalize the cost of money borrowed by a predecessor corporation to acquire 
depreciable property where the predecessor made the election in the year of borrowing and 
each subsequent year. In its first taxation year, an amalgamated corporation may also elect 
under section 21(2) to have the cost of money borrowed by a predecessor corporation 
deemed to be Canadian exploration and development expenses, foreign exploration and 
development expenses, Canadian exploration expense, Canadian development expense or 
Canadian oil and gas property expense incurred by the amalgamated corporation in the 


year 106 See §7.2.27. 


FOOTNOTES 


101 c¢¢ supra note 15. 


10274 Tribune Inc. v. Minister of National Revenue, 1967 CarswellNat 191, 67 D.T.C. 507, [1967] 


Tax A.B.C. 729 (Can. Tax App. Bd.). 


103 trans-Prairie Pipelines Ltd. v. Minister of National Revenue, 1970 CarswellNat 280, [1970] 


C.T.C. 537, 70 D.T.C. 6351 (Can. Ex. Ct.). 


1041 nterpretation Bulletin IT-121R3 (archived), dated May 6, 1988, paragraphs 11 and 14. See 
also section 87(6) which provides rollover treatment for the holder of debt obligations or on 
amalgamation of the debtor corporation. Bronfman Trust v. R., 1978 CarswellNat 423, [1978] 
C.T.C. 3088, 78 D.T.C. 1752 (TR.B.), affirmed 1979 CarswellNat 290, 1979 CarswellNat 605, 
[1979] C.T.C. 524, 79 D.T.C. 5438 (Fed. T.D.), reversed 1983 CarswellNat 440, 1983 
CarswellNat 156, [1983] C.T.C. 253, 83 D.T.C. 5243 (Fed. C.A.), reversed 1987 CarswellNat 


901, 1987 CarswellNat 335, [1987] 1 C.T.C. 117, 87 D.T.C. 5059 (S.C.C.). 


105 se¢ paragraph 1.44 of Folio F3-S6-C1, dated March 18, 2016. See also section 87(6) which 
provides rollover treatment for the holder of debt obligations or on amalgamation of the debtor 
corporation. 


106 cse¢ also §7.2.4. 
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7.2.30 Penalties, Bonuses, and Rate Reduction Payments 


Section 18(9.1) provides that each portion of the fee paid in the course of carrying on a 
business or earning income from property to reduce the interest rate on a borrowing or on 
an amount payable for property is, to the extent that it relates to and does not exceed the 
value, at the time that such fee is paid, of a payment of interest that would have been paid or 
payable by the taxpayer on such debt in a taxation year ending after that time, treated as an 
interest expense for such future taxation year. Section 18(9.1) also applies with similar effect 
to a bonus or penalty, paid in the course of carrying on a business or earning income from 
property, paid because of the early repayment of all or part of a borrowing or an amount 
payable for property. Any fee, penalty, or bonus that may reasonably be considered to have 
been paid for the extension of the term of the debt obligation or as consideration for the 
substitution or conversion of a debt obligation into another debt obligation or into a share is 
specifically excluded. Also excluded is any fee, penalty, or bonus that is contingent upon the 
use or production from property or is computed by reference to revenue, profit, cash flow, 
commodity price, or any similar criterion or by reference to any dividends paid or payable on 
any class of shares of a corporation. Section 87(2)(j.6) provides that the new corporation is 
deemed to be the same corporation as, and a continuation of, each predecessor corporation 
for purposes of section 18(9.1). Accordingly, as long as the business (or the assets) of the 
predecessor corporation continue to be carried on (or used to earn income from a business 
or a property), any interest deemed to have been paid by a predecessor corporation under 
section 18(9.1) should continue to be deductible by the amalgamated corporation (in the 
same way as the predecessor corporation would have been entitled to deduct interest 
expense had there been no amalgamation). 
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Section 110.1(a) provides that a corporation may deduct certain types of charitable gifts 
made in a taxation year to the extent of 75% of its income for the year. Section 110.1(a.1) 
provides that a corporation may deduct the lesser of its cost and 50% of its gain arising from 
gifts of certain medicines. Sections 110.1(1) (c) and (d) provide that a corporation may 
deduct the full amount of gifts of cultural property made to institutions designated under the 
Cultural Property Export and Import Act or gifts of interests in ecologically-sensitive land 
without the income limitation that applies to gifts under section 110.1(1)(a). To the extent 
that gifts made in one year exceed the maximum amount deductible for that year, the 
taxpayer may carry the excess forward and deduct it in computing the taxpayer's taxable 
income for the following five years. In order to ensure that the amalgamated corporation can 
obtain the benefit of the carry-forward period for donations and gifts made by a predecessor 
corporation, the amalgamated corporation is deemed to be the same corporation as, and a 
continuation of, the predecessor corporation for the purposes of section 110.1: section 87(2) 
(v).422 Where an amalgamation results in an acquisition of control of a corporation, section 
110.1(1.2) may limit deductions by the amalgamated corporation. 


FOOTNOTES 


107 The limitation to 75% of income may not apply in certain circumstances but the amount 
deducted can never exceed income. 


01 JUL 2023 PAGE 494 


Taxation of Corporate Reorganizations Third Edition 
7 — AMALGAMATIONS 
7.2 Amalgamated Corporation 
7.2.32 Debts of a Predecessor 


7.2.32 Debts of a Predecessor 


Where a debt or other obligation of a predecessor corporation becomes a debt or other 
obligation of the amalgamated corporation as a result of the amalgamation and where the 
amount payable by the amalgamated corporation on the maturity of the debt or other 
obligation is the same as the amount that would have been payable by the predecessor 
corporation, the provisions of the Act are deemed not to apply to the transfer of the debt or 
other obligation to the new corporation: section 87(7)(c). Accordingly, any accrued foreign 
exchange gain or loss in respect of the obligation will not be realized as a result of the 
amalgamation. Further, in these circumstances, the amalgamated corporation is treated as 
having incurred the debt or other obligation at the time that it was incurred by the 
predecessor corporation and pursuant to any agreement made by the predecessor under 


which the debt or obligation was issued: section 87(7)(d).128 


One of the effects of section 87(7) is to make the amalgamated corporation subject to the 
provisions of section 78. Under section 78(1), if a predecessor corporation owed an amount 
to a person with whom it was not dealing at arm's length and the amount is unpaid at the end 
of the second taxation year following the taxation year in which the debt was incurred, the 
unpaid amount must be included in computing the predecessor corporation's income. If an 
amalgamation occurs before that time, section 78 read alone would not apply to the 
amalgamated corporation since the amalgamated corporation did not incur the debt and 
since it only became a debt of the amalgamated corporation at the time of the amalgamation. 
Section 87(7) makes section 78 apply to the amalgamated corporation by deeming the 
amalgamated corporation to have incurred the debt at the time it was incurred by the 
predecessor corporation. 


This was the result reached in Dow Chemical Canada Inc. v. R122 where a predecessor 
corporation to the corporate taxpayer had entered into a non-arm's length loan agreement. 
After the amalgamation, the taxpayer deducted accrued interest on the loan in computing its 
income. The minister denied the deduction under section 78(1)(a) on the basis that the 
taxpayer was not dealing at arm's length with its lender either when the loan was made or at 
the end of the second taxation year in which the interest expense was incurred. In applying 
section 87(7)(d), the Federal Court of Appeal stated as follows: 


There can be no doubt about the object and purpose of section 87. A common thread throughout this 
provision is the continuation of the rights and obligations of the predecessor corporation to the "new 
corporation". With respect to any debt or other obligation incurred or issued by a predecessor, paragraph 
87(7)(d) provides that the Act is to be applied "as if" the obligation had been incurred or issued by the 


"new corporation" 12 


On this basis, the Court concluded, placing the taxpayer in the shoes of its predecessor, that 
it was not dealing at arm's length with the lender at the time the obligation to pay the 
interest was incurred and that, at the end of the second taxation year after the year in which 
the interest was accrued, the taxpayer was deemed to have been related to its predecessor 
on that date pursuant to section 251(3.1). Because the predecessor corporation was not 
acting at arm's length with the lender at that time, section 78 applied. The Court concluded 
that "paragraph 87(7)(d) provides that the [taxpayer corporation] must be treated as would 
be the case if it had itself incurred the liability to pay the outstanding interest .. ." (at page 
6550). 


If one of the predecessor corporations has issued an income bond or debenture, for the 
purposes of determining whether such bond or debenture falls within the definition of 
"income bond" or "income debenture" in section 248(1), the amalgamated corporation will 
only be regarded as having incurred the debt at the time it was incurred by the predecessor 
under an agreement made at the same time as the predecessor made its agreement if the 
terms and conditions of the income bond or debenture immediately after the amalgamation 


are the same as, or substantially the same as, the terms and conditions of the bond or 


debenture of the predecessor immediately before the amalgamation.t! Therefore, if it is 


desired to preserve the grandfathered status of an income bond or debenture issued by a 
predecessor corporation, no changes should be made to the terms and conditions of the 
income bond or debenture in connection with the amalgamation. 


Before 2008, section 212(1)(b)(vii) contained an exception to the general rule that interest 
paid to a non-resident was subject to Part XIII tax, available only to corporations. CRA had 
confirmed that the withholding tax exemption on interest payable on an obligation of a 
predecessor corporation which met the requirements of former section 212(1)(b)(vii) would 


continue to apply as long as section 87(7) applied and the non-resident creditor continued to 
112 


deal at arm's length with the amalgamated corporation. 

CRA has also stated that a person entitled to a reserve under section 20(1)(n), 40(1)(a)(ii) or 
44(1)(e)(iii) in respect of an amount not yet due from a predecessor corporation will not 
become disentitled to the reserve by virtue of the amount becoming an obligation of an 


amalgamated corporation.1!3 See also the discussion of reserves in §7.2.10. 


The extinguishment of debts outstanding between predecessors raises the possibility of the 
application of section 80 dealing with the forgiveness of debt. Section 80.01(3) provides that 
where a debt owing by one predecessor corporation (the "debtor") to another predecessor 
corporation (the "creditor") is settled or extinguished on the amalgamation of the debtor and 
the creditor, the debt is deemed to have been settled or extinguished immediately before the 
time that is immediately before the amalgamation. The time of deemed settlement or 
extinguishment would fall in the predecessors' last taxation year. At that time, the debtor is 
deemed to have made a payment to the creditor of an amount equal to the creditor's cost 
amount of the debt read without reference to paragraph (e) of the definition of "cost amount" 
in section 248. Ordinarily this cost amount will be the adjusted cost base of the debt to the 
creditor. Accordingly, as a result of the amalgamation, the creditor will realize neither a gain 
nor a loss on the deemed settlement of the debt in its last taxation year; however, if the 
adjusted cost base of the debt to the creditor is less than its principal amount, the debtor will 
be regarded as having settled the debt in its last taxation year for an amount less than its 


principal amount and the provisions of section 80 will apply. 


Section 87(7) also appears to have the effect of allowing the amalgamated corporation to 
take advantage of section 26(1.1) of the ITAR with respect to the purchase by the 
amalgamated corporation of bonds, debentures and other debts issued by a predecessor 
corporation prior to 1972 that become bonds, debentures, or debts of the amalgamated 
corporation by virtue of the amalgamation and that are subsequently purchased by the 
amalgamated corporation on the open market. 


FOOTNOTES 


108 brior to the 1988 taxation year, s. 87(2)(v) referred to charitable donations under former ss. 
110(1)(b) and (b.1). With respect to the 1981 through 1983 taxation years, the wording of s. 
87(2)(v) was lengthier but to the same effect. Although the wording of s. 87(2)(v) was changed 
with respect to gifts made in 1981 and subsequent taxation years to accommodate the increase 
in the carry-forward period from one to five years, the pre-1981 wording of s. 87(2)(v) had the 
same result, namely, the amalgamated corporation could deduct the unused donations and 
gifts of a predecessor corporation. 


109 S66 the discussion of s. 87(6) at §7.3.9 which discusses the treatment of creditors of a 
predecessor corporation. 


110 now Chemical Canada Inc. v. R., 2008 CarswellNat 2585, 2008 CarswellNat 5442, [2009] 1 
C.T.C. 11, (sub nom. R. v. Dow Chemical Canada Inc.) 2008 D.T.C. 6544 (Eng.) (FC.A.), 
reversing 2007 CarswellNat 3657, 2007 CarswellNat 6013, [2008] 3 C.T.C. 2376, 2007 D.T.C. 
1701 (Eng.) (T.C.C. [General Procedure]), leave to appeal refused 2008 CarswellNat 4683, 
2008 CarswellNat 4684 (S.C.C.). 


111 jhid, at p. 6549. 
112566 now-cancelled Interpretation Bulletin IT-474R2, paragraph 53. 


113. s¢¢ paragraph 1.95 of Folio F4-S7-C1. 


2019 Thomson Reuters Canada Limited 
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If any of the predecessor corporations was a public corporation immediately before the 
amalgamation, the amalgamated corporation is deemed to have been a public corporation at 
the commencement of its first taxation year: section 87(2)(ii). This provision prevents a 
public corporation that has that status as a result of having had a class of shares listed for 
trading on a Canadian stock exchange or as a result of an election by the corporation or a 
designation by the minister pursuant to section 89(1) from using an amalgamation as a 
means of acquiring the status of a private corporation. Where a public corporation was 
amalgamated with a Bidco and its shares could not be delisted until after the amalgamation 
(as a result of the relevant securities regulations) CRA has ruled that the amalgamated 


corporation will cease to be a public corporation when it files the election to be a private 
114 


corporation, after the amalgamation.~—= 

Such a corporation can elect, under paragraph (c) of the definition of "public corporation" in 
section 89(1), not to be a public corporation provided that it complies with conditions 
prescribed in section 4800(2) of the Regulations. These conditions effectively require the 
shares of the amalgamated corporation to be closely held. Because the tests in section 
4800(2) refer to shares that were at any time listed on the designated stock exchange or 
qualified for distribution to the public, the concern has been raised that an amalgamated 
corporation could not satisfy the provisions because the class of shares of the predecessor 
corporation so listed or qualified would no longer exist, having been exchanged for shares of 
the amalgamated corporation. CRA, however, has ruled in several instances/!2 that the 
election not to be a public corporation under paragraph (c)(i) or the definition of "public 
corporation" in subsection 89(1) when the shares no longer existed. 


By virtue of section 4800(3) of the Regulations, if any of the predecessor corporations was a 
public corporation the shares of any class of which were listed on a designated stock 
exchange in Canada or were a class of shares by virtue of which the corporation had last 
become a public corporation pursuant to electing or being designated under the distribution 
test in section 4800(1) of the Regulations, any shares of the amalgamated corporation into 
which such shares are converted will be deemed, for the purposes of section 4800(2), to be 
shares that caused the corporation to last become a public corporation by virtue of a 
designation under section 4800(1)(a) of the Regulations. The effect of section 4800(3) is that 
the amalgamated corporation cannot escape the requirements to comply with the numerical 
tests in section 4800(2) (which effectively require its shares to be closely held), if it wishes to 
elect to cease to be a public corporation and one of the predecessor corporations was a 
public corporation. 


If a private corporation amalgamates with a public corporation, the refundable dividend tax 
on hand and capital dividend account of the private corporation will not be carried forward 
to the amalgamated corporation since it will be a public corporation (see §§7.2.37(a) and 
7.2.37(b)). Consequently, consideration should be given to the distribution of capital 
dividends and taxable dividends sufficient to allow the recovery of the refundable dividend 
tax on hand by the private corporation prior to the amalgamation. 


FOOTNOTES 


114¢¢e Ruling, CRA Document 2015-0577141R3. 


115 see CRA Documents 2008-0268962R3, 2010- 0355001R3, and 2015- 0577141R3. 
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Section 80.3 allows for the deferral to a subsequent year of income from a farming business 
arising with respect to the forced destruction of livestock under statutory authority or from 
the sale of breeding animals in a prescribed drought region or prescribed region of flood or 
excessive moisture. The amalgamated corporation is to be deemed to be the same 
corporation as, and a continuation of, each predecessor corporation for these purposes and 
therefore must include amounts deferred by a predecessor corporation as income in the 
relevant subsequent year: section 87(2)(tt). 
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Section 12(1)(x.1), item D.1 in the definition of "non-capital loss" in section 111(8) and 
sections 111(10) and 111(11) require transportation companies that apply for an aviation or 
diesel fuel rebate under section 68.4(2), (3) or (3.1) of the Excise Tax Act to include in 
income or reduce their loss carryforwards by ten times the amount of rebate received. 
Appropriate adjustments are made when such a rebate is required to be repaid. The 
amalgamated corporation is deemed to be a continuation of its predecessor corporations for 
the purposes of these provisions: section 87(2)(uu). 
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(a) Restricted Farm Loss and Farm Loss 


A restricted farm loss for a taxation year is the amount by which the net loss for the year 
from all farming businesses of a taxpayer who is a part-time farmer exceeds the limitation on 
such net loss imposed under section 31 of the Act. Restricted farm losses can only be applied 
against farming income. Restricted farm losses can be carried forward 20 years and carried 
back three years: section 111(1)(c). Under section 87(2.1), the amalgamated corporation is 
deemed to be the same corporation as, and a continuation of, each predecessor corporation 
for the purpose of determining the amalgamated corporation's restricted farm loss. The 
effect of this provision is to permit a restricted farm loss of a predecessor corporation to flow 
through to an amalgamated corporation in the same manner as a non-capital loss. The 
application of section 87(2.1) to non-capital losses is discussed at §7.2.35(b). 


A farm loss also can be carried forward 20 years and back three years: section 111(1)(d). A 
farm loss is the amount by which a taxpayer's loss for a year from farming or fishing exceeds 
the taxpayer's income for the year from those sources: section 111(8). However, the amount 
of a farm loss is limited by the amount that would otherwise be the taxpayer's non-capital 
loss in the year. In other words, if the net losses from farming or fishing have been offset by 
income from other sources, they will not be counted in determining a farm loss. 


Section 87(2.1) permits undeducted farm losses of a predecessor corporation to be deducted 
by an amalgamated corporation in the same manner as section 87(2.1) permits non-capital 
losses of a predecessor corporation to flow through on an amalgamation. The application of 
section 87(2.1) to non-capital losses is discussed at §7.2.35(b). 


2019 Thomson Reuters Canada Limited 
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(b) Non-Capital Loss and Net Capital Loss 


Section 87(2.1) permits the flow-through of non-capital and net capital losses upon 
amalgamation. Section 87(2.1) provides that the amalgamated corporation is deemed to be 
the same corporation as, and a continuation of, each predecessor corporation for the 
purpose of determining the deductibility by the amalgamated corporation of any non-capital 
or net capital losses of a predecessor corporation. This deeming provision has no effect upon 
the fiscal period or income of the amalgamated corporation, or upon the fiscal period, 
income, taxable income, or tax payable by any predecessor corporation: sections 87(2.1)(c), 
(d), and (e). It does, however, apply for purposes of determining the taxable income of the 
amalgamated corporation and to deem the losses of a predecessor corporation to be losses 
of the amalgamated corporation for purposes of section 111. It does not generally allow 
losses of the amalgamated corporation to be carried back to be used by a predecessor 


corporation, except as discussed below with respect to s. 87(2.11).148 


The effect of section 87(2.1) is to allow the amalgamated corporation to deduct those non- 
capital and net capital losses that would have been deductible by the predecessor 
corporation if it had continued in existence and had sufficient profit to absorb the losses. 
Therefore if, before the amalgamation, a particular loss of a predecessor corporation is not 
deductible by it because of the time constraints of section 111(1)(a) or (b) or because of a 
loss restriction event4/Z resulting from a change in the control of the predecessor 
corporation prior to the amalgamation causing the application of the restrictions in sections 
111(4), (5), (5.1), and (5.2) or because of the reduction of the loss pursuant to section 80, the 


loss will not flow through to the amalgamated corporation.1/8 


Because the amalgamated corporation is deemed to be a continuation of the predecessor 
corporation, the number of taxation years of both the predecessor corporation and the 
amalgamated corporation that have elapsed since the taxation year in which the loss was 
incurred must be taken into account in determining whether the amalgamated corporation 
is entitled to deduct the non-capital loss of the predecessor corporation. Therefore, the 
creation of a short fiscal period for either the predecessor corporation in its final taxation 
year or the amalgamated corporation in its first taxation year may effectively reduce the 
period of profits against which a non-capital loss may be carried forward. It should be noted 
in this connection that the taxation year of a predecessor corporation is deemed to end 
immediately before an amalgamation: section 87(2)(a). Consequently, in order to maximize 
the profits against which a non-capital loss may be offset, where possible an amalgamation 
should be planned to be effective on the day following the predecessor corporation's normal 


year-end. In this way, the taxation year of the predecessor, which is deemed to end 
immediately before the amalgamation, will end on the day the predecessor's taxation year 
would have ended if the amalgamation had not taken place. 


A non-capital loss of a predecessor corporation that flows through to an amalgamated 
corporation can be used by the amalgamated corporation in its first taxation year. This result 
should be compared with the flow-through of losses from a wholly-owned subsidiary to a 
parent under section 88(1.1) of the Act. On such a winding-up, the non-capital losses of the 
subsidiary can only be utilized by the parent in its first taxation year commencing after the 
commencement of the winding-up. See §9.2.2(c). 


CRA has indicated in paragraph 1.54 of Folio S4-F7-C1, that, in its view, non-capital losses 
and net capital losses carried into a corporation upon an amalgamation pursuant to the 
provisions of section 87(2.1) or a winding-up pursuant to the provisions of section 88(1.1) or 
(1.2) can be carried forward again on a subsequent winding-up or amalgamation of the 
corporation. 


Under section 111(4), any net capital losses of a corporation cease to be deductible if control 
of the corporation is acquired by persons who did not control it at the end of the year in 
which the loss was incurred. Similarly, under section 111(5), non-capital losses cease to be 
deductible by a corporation following an acquisition of control of the corporation, with the 
exception of non-capital losses from a business that continues to be carried on by the 
corporation with a reasonable expectation of profit. Further, limits have been placed on the 
income against which such business losses may be applied. Under section 111(5.1) where 
control is acquired at a time when the undepreciated capital cost of depreciable property of 
a class exceeds its fair market value, the excess is deemed to have been claimed as capital 
cost allowance and is added to the corporation's non-capital loss for the year preceding the 
change in control. A similar rule applies under section 111(5.2) to eligible capital property. 
By virtue of section 87(2.1), the deduction of a predecessor corporation's losses by the 
amalgamated corporation is subject to the restrictions in sections 111(4), (5), (5.1), and 
(5.2). 


The restrictions in sections 111(4), (5), (5.1), and (5.2) apply when control of a corporation 
has been acquired by a person or group of persons giving rise to a loss restriction event. 
Section 256(7)(b)(i) provides that where two or more predecessor corporations have 
amalgamated to form a new corporation, the fact of the amalgamation itself does not deem 
control of a corporation to have been acquired by any person or group of persons unless 


specifically provided by the rules in section 256(7)(b)(ii) or (iii) +2 


Section 256(7)(b)(ii) provides that a person or group of persons that controls the new 
corporation immediately following the amalgamation and which did not control a 
predecessor corporation immediately before the amalgamation is deemed to have acquired 
control of the predecessor corporation and any corporation controlled by it immediately 
before the amalgamation. This would apply, for example, where a particular predecessor 
corporation is sufficiently large that its controlling shareholder is also the controlling 
shareholder of the new corporation. This rule does not apply where the person or group of 
persons would not have acquired control of a predecessor if it had acquired all the shares of 
the predecessor immediately before the amalgamation. Thus, an amalgamation of two 
corporations controlled by related persons before the amalgamation will not result in an 


acquisition of control because section 256(7)(a) deems control not to have been acquired by 
a person acquiring shares from a related person. 


Section 256(7)(b)(iii) deems control of a predecessor corporation and each corporation 
controlled by it to have been acquired immediately before the amalgamation except in three 
cases: 


¢ Where the predecessor corporation was related immediately before the 
amalgamation to each other predecessor corporation, otherwise than as a result of a 
right referred to in section 251(5)(b). 


¢ Where, had one hypothetical person acquired immediately after the amalgamation 
all the shares of the new corporation received by shareholders of a particular 
predecessor corporation in consideration for their shares of the predecessor 
corporation, that hypothetical person would have acquired control of the new 
corporation as a result of such acquisition (this also applies to shareholders of a 
parent of a predecessor corporation). This would occur, for example, where the 
predecessor corporation was sufficiently large that its shareholders collectively held 
more than half of the shares of the amalgamated corporation. In that case, there 
would be no acquisition of control of the predecessor but there could be an 
acquisition of control of other predecessors.122 

* Unless section 256(7)(b)(iii) would deem control of each predecessor corporation 
to have been acquired on an amalgamation of two corporations or of two 
corporations and one or more corporations controlled by them. This would occur, for 
example, if two corporations amalgamated with the shareholders of each 
predecessor taking back half the shares of the new corporation. 


CRA's view in paragraph 1.50 of Folio F4-S7-C1 is that section 256(7)(c) may apply to certain 
triangular amalgamations notwithstanding the limitation in section 256(7)(b)(i). Section 
256(7)(c) provides that where two or more transferors have disposed of shares of a 
corporation in exchange for shares of an acquiring corporation, control of the acquiring 
corporation and each corporation controlled by it immediately before the exchange is 
deemed to have been acquired at the time of the exchange by a person unless either the 
corporation whose shares are disposed of and the acquiring corporation were related to 
each other immediately before the exchange (otherwise than by a right described in section 
251(5)(b)), or if all the shares of the acquiring corporation acquired by the transferors were 
acquired by one person, the person would not control the acquiring corporation. The CRA's 
view is that this provision applies, for example, where shareholders of a public corporation 
acquire shares of a corporation with losses on a triangular amalgamation of the public 
corporation and a subsidiary of the loss corporation. Because the shareholders of the public 
corporation acquire more than 50% of the loss corporation on the triangular amalgamation, 
section 256(7)(c) deems there to have been an acquisition of control of the loss corporation. 
In the CRA's view, section 256(7)(b)(i) does not apply in this circumstance because control of 
the loss corporation has not been acquired solely because of the amalgamation of the public 
corporation and the subsidiary of the loss corporation. 


The result of a deemed acquisition of control of a predecessor corporation under section 
256(7)(b) is that any net capital losses of the predecessor corporation will not flow through 


to the amalgamated corporation and any non-capital losses will only flow through to the 
amalgamated corporation within the limits imposed by section 111(5).42+ 


Except as permitted by section 87(2.11), losses incurred by the amalgamated corporation 
cannot be carried back to be deducted in computing the taxable income of a predecessor 
corporation for a taxation year ending before the amalgamation. Section 87(2.11) provides 
that where the predecessor corporations are a parent and one or more of its subsidiary 
wholly-owned corporations, the amalgamated corporation is deemed to be a continuation of 
the predecessor parent for the purposes of section 111 and Part IV of the Act. Section 
87(2.11) thus permits losses of the amalgamated corporation to be carried back to the 
predecessor parent, subject to the rules in section 111, in the case of a "vertical short-form 
amalgamation" or any other amalgamation of a corporation and one or more subsidiary 
wholly-owned corporations and applies to successive amalgamations of a parent corporation 
to allow losses of the new corporation to be carried back to offset income of the original 
122 


predecessor parent corporation.=<+ 

Section 87(2.11) does not apply to the amalgamation of corporations which are "sister" 
corporations, that is, subsidiaries of the same parent for this purpose. "Subsidiary wholly- 
owned corporation" is defined in section 87(1.4). See also §7.1. 


FOOTNOTES 


116s¢¢ Technical Interpretation, CRA Document 2016-0651951E5F, dated June 20, 2016; 
paragraph 1.47 of Folio F4-S7-C1. 


117 See 5, 251.2(a). 


118 advance Tax Ruling, CRA Document 2008-0268961 R3, dated 2008. CRA ruled similarly in 
Advance Tax Ruling, CRA Document 2010-0355001R5, dated January 2010. 


119 S¢¢ also paragraph 27 of Interpretation Bulletin IT-302R3, dated February 28, 1994, and 
paragraphs 1.48 to 1.50 of Folio F4-S7-C1. 


120ce@ Birchcliff Energy Ltd. v. The Queen, 2017 TCC 234, 2017 CarswellNat 6871, 2017 
CarswellNat 9711, [2018] 3 C.T.C. 2225, 2017 D.T.C. 1151 (T.C.C. [General Procedure]), where 
the court found that the creation and issuance of a class of shares designed to access the 
exception in s. 256(7)(b)(iii) and avoid an acquisition of control which would prevent the 
amalgamated corporation from accessing losses of a predecessor contravened the general anti- 
avoidance rule 


121 566 paragraphs 1.48 and 1.49 of Folio F4-S7-C1. 


122S¢¢ the discussion in chapter 11 at §11.3.4. See also paras. 1.52 and 1.53 of Folio S4-F7-C1. 
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(c) Dividends on Shares 


Where shares owned by a predecessor corporation have been acquired by the amalgamated 
corporation as a result of the amalgamation, any taxable dividends, capital dividends or life 
insurance capital dividends received by the predecessor corporation and any dividends 
deducted by it pursuant to section 112 or 138(6) are deemed to have been so received and 
deducted by the amalgamated corporation: section 87(2)(x). As a result, if the amalgamated 
corporation subsequently disposes of the shares at a loss, the dividends previously received 
and deducted by a predecessor corporation will be taken into account under sections 112(3) 
to (4.22) in reducing the amount of the amalgamated corporation's loss. See §2.6.4. For 
purposes of the exceptions to the stop-loss rules, the amalgamated corporation is deemed to 
have owned the share throughout any period of time throughout which it was owned by a 
predecessor. A similar loss limitation rule applies with respect to exempt dividends received 
on shares of foreign affiliates. See §7.2.26. 
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(d) Losses on Certain Shares 


Section 40(2)(h) operates to limit any loss that would otherwise be realized by a parent 
corporation when it disposes of the shares of a corporation controlled by it. Under section 
40(2)(h), a corporation's loss on the disposition of shares of a corporation controlled by it at 
any time in the year is reduced to the extent that section 53(1)(f.1) has applied on the 
transfer of property by the controlled corporation to another corporation and to the extent 
that such amounts added under section 53(1)(f.1) are reasonably attributable to losses on 
the property that accrued during the period of the parent's control. Section 53(1)(f.1) 
applies where section 40(2)(e.1) (or sections 40(2)(e) and 85(4)(a) before April 26, 1995) 
applies to deny a loss on a disposition to a related person, to add the denied loss to the 
adjusted cost base of the property to the transferee. The relevant test in determining 
whether one corporation controlled the other is whether it is "controlled, directly or 
indirectly in any manner whatever," that is, de facto control: see section 256(5.1). 


Section 87(2)(kk) applies for the purposes of section 40(2)(h) to ensure that the loss 
limitation rules in that section will continue to apply notwithstanding the amalgamation. 
Section 87(2)(kk)(i) applies where the predecessor corporation is the parent and deems the 
amalgamated corporation to have acquired control of the controlled corporation at the same 
time that the predecessor parent corporation acquired control. Section 87(2)(kk)(ii) applies 
where the predecessor corporation was the controlled corporation and the same parent 
controls the amalgamated corporation. In these circumstances, the amalgamated 
corporation is deemed to be the same corporation as, and a continuation of, the predecessor 
corporation. 
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(e) Superficial Losses 


For purposes of applying the superficial loss rules in sections 13(21.2), 18(15) or 40(3.4) to 
any property disposed of by a predecessor corporation or section 40(3.5)(c) in respect of a 
share acquired by a predecessor corporation, the amalgamated corporation is deemed to be 
the same corporation as, and a continuation of, each predecessor corporation: paragraph 
87(2)(g.3). 
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7.2.37 Corporate Loss Trading 


For purposes of the corporate loss trading rules in section 256.1, s. 87(2)(g.1) provides that 
the amalgamated corporation is the same corporation as, and a continuation of, a 
predecessor corporation. 


2019 Thomson Reuters Canada Limited 
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(a) Small Business Deduction 


Pursuant to section 125(1), in computing its Part I tax payable for a taxation year, a 
Canadian-controlled private corporation is entitled to the small business deduction in 
respect of the active business income up to its business limit earned by the corporation in 
the taxation year. The effect of the deduction is to reduce the federal corporate tax rate or, in 
certain cases, its investment income exceeds $50,000 in a year to 9% 123 However, active 
business income earned in excess of the business limit for a year (currently $500,000 but 
subject to reduction where the taxable capital of the corporation exceeds $10 million.) is 
taxed at the full corporate rate. Furthermore, Canadian-controlled private corporations that 
are associated with each other in a taxation year must share the small business deduction: 
section 125(5.1). The corporations are permitted to agree on an allocation of the business 
limit amongst themselves (section 125(3)) and, in the absence of such agreement, the 
minister is empowered to make the allocation (section 125(4)). If no allocation is made by 
the corporations or the minister, each corporation's business limit is nil (section 125(2)). 
Section 87(2)(j. 92) deems the new corporation to be the same corporation as, and a 
continuation of, each predecessor corporation for purposes of section 125(5.1). 


A predecessor corporation that is a Canadian-controlled private corporation may, by reason 
of an amalgamation, have more than one taxation year ending in the same calendar year. If it 
is associated in two or more of those taxation years with another Canadian-controlled 
private corporation (e.g., another predecessor corporation) that has a taxation year ending 
in that calendar year, the business limit of the first predecessor corporation for each taxation 
year in which it is associated with the other corporation ending in that calendar year is, 
subject to two exceptions, deemed to equal its business limit for the first such year in 
accordance with sections 125(2) to (4): section 125(5)(a). The first exception is that the 
business limit for each such taxation year that is a short year (i.e., less than 51 weeks) is pro- 
rated in the proportion that the number of days in the year is of 365: section 125(5)(b). The 
second exception is that in the case of the second or subsequent such taxation year, the 
business limit may not exceed the amount allocated to the corporation under section 125(3) 
or (4) (pro-rated for any short taxation year). This second exception is intended to ensure 
that the aggregate of the amounts determined as the business limit for the year for a group 
of Canadian-controlled private corporations that are associated with each other in any 
second or subsequent taxation years ending in a calendar year does not exceed $500,000 for 
such years. 


Section 125(5)(b) applies to determine the business limit of a Canadian-controlled private 
corporation for a short taxation year whether or not the corporation is associated with 


another Canadian-controlled private corporation. Thus, if the final taxation year of a 
predecessor corporation that is a Canadian-controlled private corporation is a short taxation 
year, the corporation's business limit for the final taxation year must be pro-rated in 
accordance with section 125(5)(b) even if the corporation is not associated with another 
Canadian-controlled private corporation at any time. 


FOOTNOTES 


123 For the 2019 taxation year; 10% for the 2018 taxation year. 
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(b) Manufacturing and Processing Profits Deduction 


Manufacturing and processing profits are eligible for a reduced rate of tax under section 
125.1. When considering an amalgamation of predecessor corporations where one of the 
predecessors is entitled to the manufacturing and processing profits deduction, a review 
should be made of the manufacturing and processing profits deduction that will be available 
to the combined businesses after the amalgamation. The application to the combined 
businesses of the formula in the Regulations used to determine the manufacturing and 
processing profits that qualify for the reduced rate may result in a reduced manufacturing 
and processing profits deduction because of the impact of any non-manufacturing business 
upon the formula. 
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(c) Investment Tax Credit 


The investment tax credit available under section 127(5) may be carried forward for 20 
years and back for three years. For the purpose of computing the new corporation's 
investment tax credit at the end of any taxation year, the new corporation is deemed to be 
the same corporation as, and a continuation of, each predecessor corporation: section 87(2) 
(qq). Accordingly, the undeducted investment tax credit of the predecessor corporation can 
be carried over by the amalgamated corporation but with the same time constraints and 
other limitations.124 If there is an acquisition of control of the corporation, utilization of its 
investment tax credit balance is restricted. See sections 127(9.1) and (9.2) that would have 
applied to the predecessor corporation. 


The amount deducted from tax in respect of the investment tax credit reduces the tax basis 
of the related expenditure (for example, the undepreciated capital cost of depreciable 
property (Item I in the definition of the undepreciated capital cost in section 13(21)), the 
capital cost of depreciable property (section 13(7.1)(e)) the adjusted cost base of certain 
interests in a partnership (section 53(2)(c)(vi)) or a trust (section 53(2)(h)(ii)), the amount of 
deductible scientific expenditures (section 37(1)(e)), or the amount of cumulative Canadian 
exploration expense (item L in the definition of cumulative Canadian exploration expense in 
section 66.1(6)). To the extent that such reductions in tax basis do not take place, section 
12(1)(t) requires the amount of any credit claimed to be included in the taxpayer's income. 
For the purposes of section 12(1)(t), section 87(2)(j.6) deems the amalgamated corporation 
to be the same corporation as, and a continuation of, each predecessor corporation. The 
reduction in the tax basis or the inclusion in income, as the case may be, will only be 
required for taxation years following that in which the related investment tax credit is 
claimed. 


Investment tax credits are treated in a similar manner to losses on an amalgamation. Section 
87(2)(qq) provides, similarly to section 87(2.1)(e), that the deeming rule does not affect the 
tax payable by any predecessor corporation or the fiscal period of any corporation. 
Accordingly, investment tax credits of the amalgamated corporation cannot be carried back 
to reduce tax payable by a predecessor. The only exception is on a vertical amalgamation 
where section 87(2.11) specifically provides that, for the purposes of sections 127(5) to (26), 
the amalgamated corporation is the same corporation as the predecessor parent (but not 


subsidiary) corporation.122 


Special rules are provided in sections 87(2)(00) and (00.1) to ensure that an amalgamated 
corporation that is a Canadian-controlled private corporation may, in its first taxation year, 


qualify for the additional investment tax credit in respect of scientific research and 
experimental development expenditures under section 127(10.1) and the greater refundable 
investment tax credit under section 127.1(2). Eligibility is determined in part with respect to 
taxable income expenditure limit (see sections 127(10.2)) and in part whether the 
corporation is a qualifying corporation (see section 127.1(2)). Sections 87(2)(00) and (00.1) 
contain rules for applying these definitions where there has been an amalgamation for 
purposes of the small business deduction. 


FOOTNOTES 


124 ce.¢, for example, CRA Memorandum, CRA Document 983526(E), dated June 22, 1999 and 
Technical Interpretation, CRA Document 9802725(E), dated November 20, 1998. 


125 see Memorandum, CRA Document 983526(E), dated June 22, 1999. 
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(d) Foreign Tax Credit 


Pursuant to section 126, a taxpayer resident in Canada with income from a foreign business 
subject to foreign tax may claim a foreign tax credit against the Canadian tax on foreign 
business income. Any excess foreign tax on this business income, referred to as the 
taxpayer's unused foreign tax credit in respect of the country for the year, may be carried 
forward ten years and carried back three years. Furthermore, any foreign tax credit claimed 
in a year in respect of a country is first deemed to be claimed by a taxpayer in respect of 
business-income tax paid for the year in that country and then claimed in respect of the 
taxpayer's unused foreign tax credits in respect of that country in the order in which they 
arose (i.e., an unused foreign tax credit for a particular year must be claimed before that of 
any later year+2®). No carryforward is available for excess foreign tax on non-business 
income. Section 87(2)(z) provides that, for the purposes of determining the amalgamated 
corporation's unused foreign tax credit in respect of a country for any year and the order in 
which the corporation's unused foreign tax credits may be claimed, the amalgamated 
corporation is deemed to be the same corporation as, and a continuation of, each 
predecessor corporation. Accordingly, the amalgamated corporation assumes the position of 
each of the predecessor corporations insofar as the carryover of their unused foreign tax 
credits is concerned. However, unused foreign tax credits of the amalgamated corporation 
may not be carried back and applied as a credit against tax otherwise payable by a 
predecessor corporation except on a vertical amalgamation where section 87(2.11) applies 
to deem the amalgamated corporation to be the same corporation as the parent but not a 
subsidiary. 


FOOTNOTES 


126 ce 5, 126(2.3). 


2019 Thomson Reuters Canada Limited 
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(e) Large Corporations Tax and Financial Institutions Tax 


Under section 181.1(4), a corporation could deduct from its large corporations tax liability 
under Part I.3 (repealed after 2005) its corporate surtax liability for the current taxation 
year, the seven preceding taxation years, and the three subsequent taxation years to the 
extent such liability was not previously deducted. The corporate surtax was repealed after 
2007. Section 87(2)(j.91) deems an amalgamated corporation to be the same corporation as, 
and a continuation of, its predecessors for purposes of section 181.1(4), with the result that 
undeducted surtax liabilities could continue to be carried forward subject to the seven-year 
limitation. 


Section 87(2)(j.91) also deems the amalgamated corporation to be the same corporation as, 
and a continuation of, its predecessors for purposes of section 190.1(3). Under that section, 
a corporation may deduct from any financial institutions capital tax payable by it under Part 
VI its Part I tax liability for the current, seven preceding and three subsequent taxation years 
to the extent not previously deducted. Consequently, the ability to carry forward undeducted 
Part I liabilities is maintained. Unused liabilities cannot be carried back and applied against 
tax otherwise payable by a predecessor corporation. 


Section 87(2)(j.91) does not affect the tax payable by, or a fiscal period of, a corporation for 
any taxation year ending before the amalgamation. 
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(a) Capital Dividend Account 


Dividends may be paid out of the capital dividend account of a private corporation tax-free to 
resident shareholders when appropriate elections are duly made: section 83(2). In general 
terms, the capital dividend account includes the non-taxable portion of capital gains net of 
capital losses, the non-taxable portion of gains arising from the disposition of eligible capital 
property (e.g., goodwill), the proceeds received on death under life insurance policies of 
which the corporation was a beneficiary minus the adjusted cost basis (see section 148(9)) of 
such policies and capital dividends received by the corporation: section 89(1). The account 
can never be a negative amount. 


Section 87(2)(z.1) deems the amalgamated corporation to be the same corporation as, anda 
continuation of each predecessor corporation for the purpose of computing its capital 
dividend account other than a predecessor corporation to which section 83(2.1) would have 
applied had the predecessor paid a dividend out of its capital dividend account immediately 
prior to the amalgamation. Section 83(2.1) applies if one of the main purposes of an 
acquisition of a share is to receive a capital dividend and one of the exceptions in sections 
83(2.2) to (2.4) does not apply. If section 83(2.1) applies, any capital dividend paid on a 


particular share or a substituted share is deemed to be a taxable dividend.122 


Following an amalgamation, any amounts deductible in computing the capital dividend 
account by a predecessor in excess of amounts added by the predecessor in the 
recomputation are carried over to the new corporation. Accordingly, where one predecessor 
has such a negative balance, it may be desirable for the other to pay out its capital dividend 
account balance prior to the amalgamation.128 

A capital dividend may only be paid by a private corporation. Accordingly, if the 
amalgamated corporation will not be a private corporation, it may be advisable to distribute 
the capital dividend account of any predecessor private corporation prior to the 
amalgamation. See §7.2.32. 


FOOTNOTES 


127See Groupe Honco inc. c. R., 2012 CarswellNat 3260, 2012 CarswellNat 4917, (sub nom. 


Groupe Honco Inc. v. R.) 2013 D.T.C. 1032 (Eng.), 2012 D.T.C. 1257 (Fr.) (T.C.C. [General 
Procedure]), affirmed 2013 CarswellNat 1476, 2013 CarswellNat 4181, [2014] 1 C.T.C. 249, 
(sub nom. Groupe Honco Inc. v. R.) 2013 D.T.C. 5105 (Fr.) 2014 D.T-C. 5006 (Eng.) (F.C.A.). 


128 c6e@ APFF Roundtable Q. 6, CRA Document 2015-05955516CF, 9 October 201. 
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(b) Refundable Dividend Tax on Hand 


Refundable dividend tax on hand represents the refundable portion of tax paid by a private 
corporation in respect of its investment income. Such tax is refunded when sufficient 
dividends have been paid by the corporation: section 129(1). For the taxation years ending 
after 2018, refundable tax is reflected in two notional accounts, eligible refundable tax on 
hand (ERDTOH) and non-eligible refundable dividend tax on hand (NERDTOH). Section 
87(2)(aa) provides that the ERDTOH or NERDTOH of a predecessor corporation, minus its 
relevant dividend refund for the taxation year ending immediately before the amalgamation, 
is added to the ERDTOH or NERDTOH of the amalgamated corporation where it is a private 
corporation. 


No amount of refundable tax of a predecessor corporation will be added to the refundable 
tax of the amalgamated corporation where, if a dividend had been paid by the predecessor 
corporation immediately before the amalgamation, section 129(1.2) would have applied to 
deem the dividend not to be a taxable dividend or where the predecessor was not a private 
corporation at the end of its last taxation year. Section 129(1.2) deems a dividend not to bea 
taxable dividend for purposes of qualifying for a dividend refund under section 129(1) where 
it is paid on a share of the capital stock of a corporation and that share (or a share for which 
that share was substituted) was acquired by the holder in a transaction, or as part of a series 
of transactions, one of the main purposes of which was to enable the corporation to obtain a 
dividend refund. 


If the amalgamated corporation will not be a private corporation after the amalgamation, it 
will lose the ability to receive a dividend refund. Therefore, dividends should be paid by the 
predecessor prior to the amalgamation sufficient to recover any refundable dividend tax on 
hand. See §7.2.32. 


Where a corporation is not a private corporation but is a subject corporation (section 186(1)) 
it is subject to Part IV tax on certain dividends. Section 186(5) treats a subject corporation as 
a private corporation for purposes of section 87(2)(aa) and section 129, so it may obtain a 
refund of Part IV tax on paying dividends. Thus, where the amalgamated corporation is a 
subject corporation as defined in section 186(1) immediately after the corporation it will 
qualify for the relief in section 87(2)(aa) and may add to its RDTOH the balances of such 
accounts of predecessors that were subject corporations or private corporations at the end 
of the predecessor's last taxation year. 


Aggregate investment income, which is one of the components on which the calculation of 
refundable dividend tax on hand is based, does not include taxable capital gains which 


accrued during the period that the corporation was not a Canadian-controlled private 
corporation, an investment corporation, a mortgage investment, or a mutual fund 
corporation. This rule does not apply to a designated property, which is: 


(1) the property of a private corporation that last became a private corporation before 
November 13, 1981, and that was acquired by the private corporation before November 
13, 1981 or after November 12, 1981 pursuant to an agreement in writing entered into 
on or before that date: definition of "designated property," paragraph (a), section 89(1), 


(2) property of a private corporation acquired by it from another non-arm's length 
private corporation which was a designated property of that corporation: definition of 
"designated property," paragraph (b), section 89(1), 


(3) a share acquired by a private corporation on an amalgamation to which section 87 
applies in exchange for another share that was a designated property of the corporation: 
definition of "designated property," paragraph (c), section 89(1), or 


(4) replacement property for expropriated or damaged property. 


As a result of (3) above, where the shares in a predecessor corporation were designated 
properties, the shares of the amalgamated corporation received by the shareholder are 
designated properties. 
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(c) Pre-1972 Capital Surplus on Hand 


When the 1971 surplus accounts were repealed at the end of 1978, the concept of 1971 
capital surplus on hand was preserved in the form of pre-1972 capital surplus on hand. Such 
amount, when distributed on a winding-up is treated as proceeds of disposition of a share 
rather than as a taxable dividend. Pre-1972 capital surplus on hand, is defined in section 
88(2.1) and, in general terms, represents the 1971 capital surplus on hand at December 31, 
1978 plus or minus gains or losses accrued to the end of 1971 in respect of capital properties 
disposed of after 1978. 


Section 88(2.1)(d) adds the pre-1972 capital surplus on hand of a predecessor corporation 
immediately before an amalgamation to the pre-1972 capital surplus on hand of the 
amalgamated corporation. Pre-1972 capital surplus on hand cannot be a negative amount 
and, accordingly, any potentially negative balance in the pre-1972 capital surplus on hand 
account of a predecessor corporation will not be carried forward into the amalgamated 
corporation. 


For purposes of determining the pre-1972 capital surplus on hand of an amalgamated 
corporation, a capital property owned by a predecessor corporation on December 31, 1971, 
which was acquired by the amalgamated corporation on the amalgamation, is deemed to 
have been acquired by the amalgamated corporation before 1972 at an actual cost equal to 
the actual cost of the property to the predecessor corporation: section 87(2)(t). Therefore, 
when the property is disposed of by the amalgamated corporation, any accrued capital gain 
or loss to the end of 1971 will be included in the pre-1972 capital surplus on hand calculation 
of the amalgamated corporation. 


2019 Thomson Reuters Canada Limited 
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(d) Contributed Surplus 


Section 84(1)(c.3) permits a corporation to convert contributed surplus into paid-up capital 
without triggering a section 84(1) deemed dividend. See §4.8. Section 84(10) provides rules 
relating to the calculation of contributed surplus. For the purposes of sections 84(1) and 
(10), an amalgamated corporation is deemed to be the same corporation as, and a 
continuation of, each predecessor corporation: section 87(2)(y). As a result of section 87(2) 
(y), the amalgamated corporation will be able to convert the contributed surplus of the 
predecessor corporation as calculated under section 84(10) into paid-up capital as provided 


under section 84(1)(c.3).422 


FOOTNOTES 


129 contributed surplus of a subsidiary may be lost if it amalgamates with its parent and its shares 
are cancelled. 
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(e) GRIP and LRIP 


Under the enhanced gross-up and dividend tax credit rules which came into effect for the 
2006 and subsequent taxation years, a shareholder will benefit from an enhanced gross-up 
and dividend tax credit in respect of a particular dividend if the payor corporation 
designates the dividend to be an "eligible" dividend. If, however, the corporation is not 
eligible to pay an "eligible" dividend, it is subject to a penalty tax under Part III.1 of the Act. 
The capacity of a corporation to pay an eligible dividend without attracting the penalty tax is 
primarily determined by its status. A Canadian-controlled private corporation ("CCPC") or 
deposit insurance corporation ("DIC", as defined in s. 137.1(5) of the Act) can only pay 
eligible dividends to the extent of its "general rate income pool" ("GRIP"). The GRIP in 
general is undistributed taxable income not eligible for the small business deduction under 
section 125 or for the integration system for investment income under section 129 of the 
Act. By contrast, a corporation that is neither a CCPC nora DIC can pay eligible dividends in 
any amount except to the extent of its "low rate income pool" ("LRIP"). The LRIP is in general 
income that benefited from the section 125 small business deduction (either in the hands of 
the dividend-paying corporation itself or in the hands of a CCPC that paid a dividend other 
than an eligible dividend) to the payor corporation. 


The treatment of GRIP and LRIP on an amalgamation is discussed in chapter 12 at §12.8. 
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7.2.40 Special Corporations 
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(a) Mutual Fund Corporation 


If the amalgamated corporation is a mutual fund corporation, the capital gains dividend 
account and the refundable capital gains tax on hand of a predecessor corporation 
immediately before the amalgamation are added in computing the capital gains dividend 
account and the refundable capital gains tax on hand of the amalgamated corporation 
provided the predecessor was a mutual fund corporation immediately before the 
amalgamation: section 87(2)(bb). It is intended that section 87(2)(bb) operate to flow 
through any positive or negative balance in the capital gains dividend account and the 
refundable capital gains dividend tax on hand of the predecessor mutual fund corporations 
to the capital gains dividend account and the refundable dividend tax on hand of the 
amalgamated corporation. 
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(b) Investment Corporation 


Similarly where the amalgamated corporation is an investment corporation the capital gains 
dividend account and the refundable capital gains tax on hand of a predecessor corporation 
that was an investment corporation immediately before the amalgamation carries through to 
the amalgamated corporation. As in the case of mutual fund corporations, it is intended that 
any balance in the capital gains dividend account and the refundable capital gains tax on 
hand of a predecessor corporation immediately before the amalgamation flow through to the 
capital gains dividend account and the refundable capital gains tax on hand of the 


amalgamated corporation: section 87(2)(bb).422 


FOOTNOTES 


130For amalgamations occurring before July 13, 1992, s. 87(2)(bb) made no reference to 
investment corporations. 


2019 Thomson Reuters Canada Limited 
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(c) Non-Resident-Owned Investment Corporation 


A corporation formed as a result of an amalgamation after June 18, 1971 did not qualify as a 
non-resident-owned investment corporation ("NRO") unless each of the predecessor 
corporations was a non-resident-owned investment corporation immediately before the 
amalgamation: paragraph (g) of the definition of non-resident-owned investment 
corporation in section 133(8).424 Where the amalgamated corporation did qualify as an 
NRO, the allowable refundable tax on hand, the capital gains dividend account and the 
cumulative taxable income of each of the predecessor corporations were carried forward 
and added in the computation of those same accounts in the amalgamated corporation: 
section 87(2)(cc). A corporation cannot be an NRO after its last taxation year which begins 
before 2003. 


FOOTNOTES 


131 s¢¢ the discussion of CGU Holdings, supra note 28. 
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(d) Life Insurance Corporation 


Section 87(2.2) provides that, where one or more of the predecessor corporations of an 
amalgamated corporation was an insurance corporation, the amalgamated corporation is 
deemed to be the same corporation as, and a continuation of, each such predecessor 
insurance corporation for the purposes of sections 12(1)(d), (e), (e.1), (i), and (s), 12.5(8), 
20(1)(1), (1.1), (p), and (jj), 20(7)(c), 20(22), 20.4(4), 138, 138.1, 140, 142, and 148 and Part 
XIL.3. 
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7.2.41 Parts III and ITII.1 Tax 


A corporation formed by amalgamation is deemed to be the same corporation as, and a 
continuation of, each predecessor corporation for the purposes of Parts III and III.1 of the 
Act: section 87(2)(z.2). 


Part III of the Act imposes a tax on excessive elections made by a private corporation in 
respect of capital dividends paid out of its capital dividend account or in respect of capital 
gains dividends paid by a mortgage investment corporation or a mutual fund corporation out 
of its capital gains dividend account. The amalgamated corporation will be entitled to make 
the same elections under Part III that each of the predecessor corporations would have been 
entitled to make to reduce their tax liabilities. Where a valid election is made, the excess 
dividend in respect of the predecessor's capital dividend account will be treated as a 
separate taxable dividend. If the amalgamated corporation does not make the election to 
reclassify the excessive portion of the capital dividend or its capital gains dividend, it will be 
liable for the additional tax payable under Part III. 


Part III.1 of the Act imposes a tax on a corporation which makes excessive eligible dividend 
designations which allow its shareholders to access the enhanced dividend tax credit and 
gross-up rules. It also permits an election to be made to treat the excessive dividend as a 
separate dividend. Accordingly, the amalgamated corporation will be able to make the 
election or be liable for any tax resulting from an excessive designation by a predecessor 
corporation, in the same manner as the predecessor. 


01 JUL 2023 PAGE 534 


Taxation of Corporate Reorganizations Third Edition 
7 — AMALGAMATIONS 
7.2 Amalgamated Corporation 
7.2.42 Parts IV.1 and VI.1 Tax on Taxable Preferred Shares 


7.2.42 Parts IV.1 and VI.1 Tax on Taxable Preferred Shares 


The amalgamated corporation is deemed to be the same corporation as, and a continuation 
of, its predecessor corporations for the purposes of sections 112(2.9), 191(4), 191.1(2), and 
(4): section 87(2)(rr). Section 112(2.9) prevents corporations from becoming related for the 
purpose of avoiding the limitation on the intercorporate dividend deduction provided for in 
section 112(2.4). Therefore, the amalgamated corporation will not be considered to be 
related to another corporation for the purposes of section 112(2.4) if the predecessor 
corporation was prevented from being related to that corporation by virtue of section 
112(2.9). 


Section 191(4) is intended to provide tax-free treatment of inter-corporate deemed 
dividends arising on the redemption or repurchase of shares that meet specified conditions. 
Moreover, it exempts such dividends from the tax under Part IV.1 imposed on the dividend 
recipient and Part VI.1 imposed on the dividend payer. The status of the shares for these 
purposes will not be lost only by virtue of an amalgamation. 


Part VI.1 provides for a special tax on certain dividends paid on taxable preferred shares in 
excess of an annual "dividend allowance" (defined in sections 191.1(2) and (4)) of up to 
$500,000. The allowance is shared among associated corporations and is reduced by certain 
dividends paid in the prior calendar year. Section 87(2)(rr) ensures that dividends paid by 
predecessor corporations in the previous year are taken into account in calculating the 
dividend allowance of the amalgamated corporation. 
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7.2.43 Transfer of Part VI.1 Tax Liability 


Section 191.3 allows a corporation that would otherwise be liable to pay tax under Part VI.1 
and a related corporation to file an agreement whereby all or a portion of the Part VI.1 
liability is transferred to the latter company (although both remain jointly and severally 
liable for the tax). The amalgamated corporation is deemed to be the same corporation as, 
and a continuation of each predecessor for the purposes of section 191.3: section 87(2)(ss). 


2019 Thomson Reuters Canada Limited 
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7.2.44 Paid-Up Capital 


At any particular time after March 31, 1977, the paid-up capital of a class of shares is the paid-up 
capital of that class at the particular time computed without reference to the provisions of the Act 
except sections 51(3), 66.3(2) and (4), 84.1, 84.2, 85(2.1), 85.1(2.1) and (8), 86(2.1), 87(3), 87(9), 
128.1(2) and (3) 138(11.7), 139.1(6) and (7), 192(4.1), 194(4.1), and 212.1.422 Accordingly, in 
determining the paid-up capital of a class of shares of an amalgamated corporation, such paid-up 
capital would first be computed without reference to the provisions of the Act (which under the 
relevant business corporations statutes in most Canadian jurisdictions is thought to correspond 
to the stated capital of the shares). However, appropriate adjustments would have to be made as 
provided by the listed sections of the Act. 


Section 87(3)(a) requires the paid-up capital of the shares of an amalgamated corporation 
otherwise determined to be reduced to the extent that such paid-up capital exceeds the 
aggregate of the paid-up capital of the shares of each of the predecessor corporations (other than 
shares of a predecessor held by another predecessor), unless a valid election under section 
87(3.1) (discussed below) is made. Accordingly, if the paid-up capital of any of the predecessor 
corporations for tax purposes is less than its stated capital for corporate purposes, the provisions 
of section 87(3)(a) will come into play unless section 87(3.1) applies. The deduction provided for 
in section 87(3)(a) is allocated among the various classes of capital stock of the amalgamated 
corporation in proportion to the paid-up capital of each class otherwise determined. Thus, even 
though a reduction in paid-up capital of a class of shares of a predecessor corporation is confined 
to that class, a subsequent amalgamation will effectively result in that reduction being spread 
amongst all the classes of shares of the amalgamated corporation. There are no restrictions on 
such a "PUC shift" but CRA has taken the position that the GAAR may be applied in the case of a 
PUC shift intended to further a surplus strip.433 

To illustrate the operation of section 87(3)(a), assume that Corporation X, having shares with a 
paid-up capital for tax purposes of $1,000 and a stated capital for corporate purposes of $3,500, 
and Corporation Y, having shares with a paid-up capital and stated capital of $1,500, amalgamate 
to form Corporation XY. On the amalgamation, the new corporation issues to the shareholders of 
the predecessor corporations preferred shares with a stated capital of $3,000 and common 
shares with a stated capital of $2,000. The paid-up capital of each class determined without 
reference to the Act would be the stated capital of the shares. The adjustment required by section 
87(3) would be computed as follows: 


Paid-up capital of XY $ 5,000 
Less $ 1,500 

Paid-up capital of X 

Paid-up capital of Y $ 1,000 $ 2,500 


Total amount of reduction $ 2,500 


(1) Amount allocated to preferred shares Paid-up $ 3,000 
capital of preferred shares 

Less: $2,500 x$3,000/$5,000 = $ 1,500 
Paid-up capital of preferred shares for tax $ 1,500 
purposes 

(2) Amounts allocated to common shares 
Paid-up capital of common shares $ 2,000 

Less: $2,500 $2,000/$5,000 = $ 1,000 
Paid-up capital of common shares for tax $ 1,000 
purposes 


As illustrated in the above example, the effect of section 87(3) where it applies is to require any 
deficiency paid-up capital to be spread across all classes of shares of the amalgamated 
corporation. Section 87(3.1) permits a corporation to elect to avoid such an averaging effect. By 
virtue of section 87(3.1), section 87(3) does not apply in respect of the paid-up capital 
computation of a class of shares of the amalgamated corporation if the following conditions are 
met: (i) each class of shares (other than classes cancelled on the amalgamation) of each 
predecessor is converted into a separate class of shares of the amalgamated corporation; (ii) 
immediately after the amalgamation, the number of shareholders of each class, the number of 
issued shares in each class, the paid-up capital of each class determined without reference to the 
provisions of the Act (i.e., their stated capital), and the terms and conditions of each class are 
identical to those that existed immediately before the amalgamation; and (iii) the amalgamated 
corporation elects in its first return of income to have section 87(3.1) apply.+°4 If these conditions 
are met, each class of shares of the new corporation issued on the amalgamation is treated as the 
same class as and a continuation of each class of shares of each of the predecessors converted on 
the amalgamation for purposes of computing their paid-up capital. 


To compare the operation of sections 87(3) and (3.1), suppose that the paid-up capital and stated 
capital of all the issued and outstanding shares of Corporations X and Y prior to their 
amalgamation under the CBCA are as follows: 


Class of Shares Stated Paid-Up 
Capital Capital 
Non-Voting Common shares of X $1,000 $1,000 
Preference shares of X $2,000 $1,000 
Voting Common shares of Y $1,000 $1,000 
Total $4,000 $3,000 


Further suppose that, on the amalgamation, the holders of the non-voting common shares of X 
receive an identical number of Class A common shares of the amalgamated corporation, the 
holders of preference shares of X receive an identical number of preference shares of the 
amalgamated corporation, and the holders of voting common shares of Y receive an identical 
number of Class B common shares of the amalgamated corporation, in each case having identical 


characteristics and the same stated capital as the shares of X or Y, as the case may be. The paid- 
up capital of the shares of the amalgamated corporation will be as set out in the third column 
below, if no election is made under section 87(3.1), and will be as set out in the fourth column if 
such an election is made. 


Class of Shares Stated Paid-up Paid-up 
Capital Capital if Capital if 
No Election Election 
Class A common shares $1,000 $ 750 $1,000 
Preference shares $2,000 $1,500 $1,000 
Class B common shares $1,000 $ 750 $1,000 
Total $4,000 $3,000 $3,000 


Section 87(3)(b) provides for an addition to paid-up capital where the paid-up capital has been 
reduced under section 87(3)(a) and upon a subsequent reduction in capital or redemption of 
shares a deemed dividend arises under section 84(3), (4) or (4.1). The amount added to paid-up 
capital is the lesser of the amount by which the deemed dividend exceeds the dividend that would 
have arisen had the reduction in section 87(3)(a) not been made, and the amount of that 
reduction. This add-back to paid-up capital prevents the amount of the reduction being subject to 
tax more than once. 


The paid-up capital adjustments required by section 87(9) are discussed at §7.4. 


FOOTNOTES 


132cection 89(1), definition of "paid-up capital." 


133 se¢@ paragraph 1.8 of Folio S4-F7-C1. In Copthorne Holdings Ltd. v. R., 2011 CarswellNat 5201, 
2011 CarswellNat 5202, [2012] 2 C.T.C. 29, 2012 D.T.C. 5006 (Fr.), 2012 D.T.C. 5007 (Eng.) (S.C.C.), 
the GAAR was applied to a structure designed to avoid the cancellation of paid-up capital of a 
predecessor which would otherwise had disappeared on the amalgamation. 


134 se paras. 1.88 and 1.89 of Folio S4-F7-C1. 
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7.2.45 Functional Currency Rules 


Where a predecessor corporation and the amalgamated corporation have different tax reporting 
currencies for the purposes of the functional currency election rules in section 261 of the Act, 
section 261(17) applies the provisions of section 261(16) (which applies to windings-up) as if the 
references therein to "subsidiary" were references to a predecessor corporation, references to 
"parent" were references to the new corporation and references to "taxation year that includes 
the commencement time" or references to the last taxation year of the relevant corporation. 


The effect of these rules is as follows: 


1. Where a predecessor corporation uses the Canadian dollar as its tax reporting 
currency and the amalgamated corporation does not, the predecessor is deemed to have 
elected to apply the new corporation's elected functional currency for its last taxation 
year. Accordingly, the predecessor must recompute its income or loss using, and convert 
its assets, debt and tax attributes into, the amalgamated corporation's functional 
currency for its last taxation year. 


2. Where the predecessor corporation does not use the Canadian dollar as its tax 
reporting currency and the amalgamated corporation uses either the Canadian dollar ora 
different functional currency than the predecessor, the predecessor is deemed to have 
revoked its functional currency election effective for its last taxation year. If the 
amalgamated corporation has an elected functional currency and is not reporting its tax 
results using the Canadian dollar, the predecessor is further deemed to have elected to 
apply the amalgamated corporation's elected functional currency. For this purpose a 
momentary taxation year of the predecessor is considered to have begun and ended 
immediately after the beginning of the predecessor's last taxation year in order to allow 
the predecessor corporation's foreign currency attributes to be converted first to the 
Canadian dollar and subsequently into the new corporation's elected functional currency. 


An amalgamated corporation that wishes to report its Canadian tax results in a functional 
currency must make its own functional currency election notwithstanding that each predecessor 
may be using the same functional currency the amalgamated corporation desires to use. 
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7.2.46 Superficial Losses 


A number of provisions in the Act apply where a taxpayer transfers property to an affiliated 
person or partnership so as to deny the recognition of a loss in respect of the disposition. These 
include section 13(21.2), applicable to dispositions of depreciable property, section 14(12), 
applicable to dispositions of eligible capital property, section 18(15), applicable to dispositions of 
inventory, and section 40(3.4), applicable to dispositions of capital property. In each case, section 
87(2)(g.3) provides that an amalgamated corporation is deemed to be the same corporation as, 
and a continuation of, each predecessor corporation for purposes of applying these rules to any 
property disposed of by a predecessor before the amalgamation. Accordingly, where a 
predecessor corporation is affiliated with a transferee of property immediately before the 
amalgamation, the amalgamated corporation will continue to be so affiliated for the purpose of 
these rules. In addition, where a loss is denied or suspended by these rules, the amalgamated 
corporation will be able to claim any loss of a predecessor which may remain when the conditions 
giving rise to the denial or suspension of the loss cease to exist. 


For the purposes of section 40(3.4), section 40(3.5)(c) provides that where section 40(3.4) has 
applied to the disposition by a transferor of a share of a corporation to suspend a loss and the 
corporation subsequently merges with one or more other corporations (otherwise than in a 
transaction in respect of which the share is exchanged for another share that is deemed to be 
identical to the first share by virtue of section 40(3.5)(b)) the corporation formed on the merger is 
deemed to own the share while it is affiliated with the transferor. Thus, a share cannot be 
cancelled on an amalgamation to avoid the loss suspension rule in section 40(3.4). For these 
purposes, section 87(2)(g.4) provides that where a share was acquired by a predecessor 
corporation, the amalgamated corporation is deemed to be the same corporation as and a 
continuation of the predecessor corporation. This ensures that the loss suspension rule continues 
to apply notwithstanding the amalgamation. 
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7.2.47 Instalment Deferral 


Section 157.1(1) defines "eligible corporation" for the purpose of eligibility to make tax 
instalments quarterly for certain small Canadian-controlled private corporations (as defined in s. 
157(1.2)). For the purpose of these provisions, section 87(2)(§.92) provides that the new 
corporation is deemed to be the same corporation as, and a continuation of, each predecessor 
corporation. 
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7.2.48 Qualifying Environmental Trusts 


Sections 12(1)(z.1) and (z.2) provide for the inclusion in income of amounts received as a 
beneficiary of a qualifying environmental trust as defined in section 248(1) or consideration 
received on the disposition of an interest in such a trust to another person. Sections 20(1)(ss) and 
(tt) provide for the deduction in computing income of contributions made to a qualifying 
environmental trust of which the taxpayer is a beneficiary or the consideration paid by the 
taxpayer for the acquisition of an interest as a beneficiary under a qualifying environmental trust. 
Section 107.3(1) treats the income or loss of a qualifying environmental trust as that of the 
beneficiary to the extent of its interest in the trust and deems such amounts (or amounts to which 
section 12(1)(z.1) or (z.2) applies) included in the income of a non-resident taxpayer to be 
attributed to the carrying on of business in Canada by the taxpayer through a fixed place of 
business in the province in which the site to which the trust relates is situated. Section 127.41 
provides to a beneficiary of such a trust a tax credit for purposes of Part I (which is refundable if it 
exceeds the Part I tax liability) in respect of the Part XII.4 tax paid by a qualifying environmental 
trust in proportion to the beneficiary's share of income from the trust under section 107.3(1). 


For the purpose of these provisions, section 87(2)(j.93) provides that an amalgamated 
corporation is the same corporation as, and a continuation of, each predecessor corporation. 


2019 Thomson Reuters Canada Limited 
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7.2.49 Film and Video Productions 


Section 125.4 provides for a refundable tax credit in respect of qualifying expenditures 
made by a corporation in respect of Canadian film or video production. Section 125.5 
provides for a similar refundable credit in respect of qualifying expenditures relating to 
certain film or video production services rendered. For the purposes of these provisions, 
section 87(2)(j.94) provides that an amalgamated corporation is deemed to be the same 
corporation as, and a continuation of, each predecessor corporation. This ensures that 
where qualified expenditures have been made by a predecessor corporation, the 


amalgamated corporation will be able to continue to claim the credit.132 


FOOTNOTES 


135 See, for example, Advance Tax Ruling, CRA Document 2000-015793(E), dated January 1, 2000; 
Technical Interpretation, CRA Document 2012-0449101E5, dated November 23, 2012. 
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7.2.50 Section 80 


Where the debt forgiveness rules in section 80 have applied in respect of a debt of a 
corporation and the corporation's losses and the cost base of its assets are insufficient to 
fully absorb the forgiven amount, the remaining forgiven amount will be included in income 
under section 80(13). In order to prevent the resulting tax liability from causing the 
corporation to become insolvent, section 61.3 allows a deduction in computing income equal 
to, in general, twice the net fair market value of the assets of the corporation. At a notional 
tax rate of 50%, this ensures that the tax liability can never exceed the net fair market value 
of the assets. Section 80.01 (10) allows the deduction of payments on accounts of parked 
debt and statute-barred debt (sections 80.01(8) and (9)) that previously resulted in a 
forgiven amount. For the purposes of section 61.3 and the definition of "unrecognized loss" 
in sections 80(1) and 80.01(10), section 87(2)(1.21) deems an amalgamated corporation to be 
the same corporation as, and a continuation of, each predecessor corporation. This ensures 
that the deductions will continue to be available to an amalgamated corporation. Non-capital 


losses of a subsidiary which amalgamates with its parent can be applied against a forgiven 


amount in respect of a commercial debt obligation incurred before the amalgamation.43& 


FOOTNOTES 


136see TI,, CRA Document 2002-017825. 
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7.2.01 Gift of a Non-Qualifying Security 


Under the charitable donation rules applicable to a corporation, the capital gain realized on 
the donation of certain qualifying securities to a registered charity is nil. Where a 
corporation donates to a charity a security which is a "non-qualifying security" as defined in 
section 118.1(18), the gain is taxable but section 40(1.01) allows a corporation a reserve 
equal to the amount of the gain realized for a period of up to 60 months until the charity has 
disposed of the security or the security has ceased to be a non-qualifying security. For the 
purposes of this rule, section 87(2)(m.1) provides that the amalgamated corporation is 
deemed to be the same corporation as, and a continuation of, each predecessor corporation 
so that the amalgamated corporation is required to recognize the reserve in the years 
subsequent to the year of disposition and, in appropriate circumstances, is able to continue 
to claim the reserve for the balance of the 60-month period. 
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7.2.92 SIFT Wind-Up Corporation 


Where a SIFT wind-up corporation amalgamates with one or more other corporations, 
section 87(2)(s.1) applies to deem the amalgamated corporation to be a SIFT wind-up 
corporation. 
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7.2.93 Eligible Derivatives 


Section 10.1(7)182 allows a taxpayer to defer recognition of unrealized gains or losses in 
respect of eligible derivatives (as defined in s. 10.1(4)138) held by the taxpayer at the 
beginning of the first taxation year in respect of which the taxpayer has elected under s. 10.1 
(1) until the year of actual disposition. Section 87(2) (e.42) deems, for purposes of s. 101(7), 
the new corporation to be the same corporation as, and a continuation of, each predecessor 
corporation. 


Section 10.1(6) deems a predecessor corporation to have disposed of each eligible derivative 
for proceeds equal to its fair market value immediately before the amalgamation. Where s. 
10.1(6) applies to a predecessor corporation, s. 87(2) (e.41) deems the new corporation to 
have reacquired, reissued or renewed the derivative at a cost equal to its fair market value 
immediately before the amalgamation. 


FOOTNOTES 


137 applicable to taxation years beginning after March 21, 2017 


138 Generally, as a swap, forward purchase or sale, forward rate, futures, option or similar 
agreement which is not a capital property or a resource property where the taxpayer produces 
audited financial statements prepared in accordance with generally accepted accounting 
principles or the agreement has a readily ascertainable fair market value. Special rules may 
apply if the taxpayer is a financial institution. 
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7.2.54 Balance-Due Date 


Section 87(2)(00.1) applies in determining the eligibility of an amalgamated corporation to 
defer payment of tax under the definition of "balance-due date" in section 248(1). Section 
87(2)(00.1) provides that the amalgamated corporation is deemed to have had a taxation 
year ending in the calendar year preceding the calendar year in which the first taxation year 
ends, where the amalgamated corporation was associated with another corporation in its 
first taxation year and, where it is not so associated, to have had a taxation year ending 
immediately before its first taxation year. It also deems the amalgamated corporation to 
have had taxable income for that taxation year equal to the predecessor's total taxable 
income for their taxation years ended immediately before the amalgamation and a business 
limit for the years equal to the predecessor corporation's business limit for its taxation years 
ending immediately before the amalgamation. 
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7.2.95 Canada Pension Plan and Employment Insurance Payments 


Under the Canada Pension Plan and the Employment Insurance Act, the amalgamated 
corporation will not be considered to be a new employer. Consequently, employment 
insurance premiums or employer Canada Pension Plan ("CPP") contributions made by a 
predecessor corporation in a calendar year prior to the amalgamation will be considered to 
have been made by the amalgamated corporation in such calendar year. The result is that 
where, as under CPP, the employer contributions must be made in the first six months of the 
year, an amalgamation occurring after the middle of the year will not result in the 
amalgamated corporation making another CPP contribution for that year in respect of the 
same employees. Similarly, employment insurance premiums paid by a predecessor will be 


considered to have been paid by the amalgamated corporation.132 


FOOTNOTES 


139 Se¢ paragraph 1.66 of Folio F4-S7-C1. 
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U 


7.2.96 Use of Amalgamation to Access Tax Benefits 


Section 69(11) is an anti-avoidance provision that applies where, as part of a series of 
transactions or events, a taxpayer has disposed of property for proceeds of disposition less 
than its fair market value and it can reasonably be considered that one of the main purposes 
of the series is to obtain the benefit of deductions in computing income, taxable income, 
taxable income earned in Canada or tax payable or of any balance of undeducted outlays, 
expenses, or other amounts available to a non-affiliated person on a subsequent disposition 
of the property or property substituted for it. If the subsequent disposition occurs, or 
arrangements for the subsequent disposition are made, within three years of the particular 
time, the taxpayer is deemed to have disposed of the property at that time for proceeds of 
disposition equal to its fair market value. See §2.3 for a discussion of section 69(1) and §2.5 
for a discussion of the meaning of affiliated person. For these purposes, section 69(13) 
provides that, on an amalgamation, each property of a predecessor corporation that became 
property of the amalgamated corporation is deemed to have been disposed of by the 
predecessor immediately before the amalgamation for proceeds equal to its cost amount to 
the predecessor immediately before the amalgamation or, in the case of a Canadian or 
foreign resource property, nil. Section 69(14) provides that where a taxpayer is incorporated 
or otherwise comes into existence during a series of transactions or events, it is deemed to 
have existed at the time immediately before the series began and to have been affiliated at 
the time it came into existence with every person with whom the taxpayer is affiliated at that 
time. 


These provisions are designed to address the situation, for example, where a corporation 
holds a property with a large accrued gain or recapture and amalgamates with another non- 
affiliated corporation that has loss carryforwards or other undeducted expenses, which can 
be used to shelter the income arising on a disposition of the property following the 
amalgamation. 
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7.2.57 Goods and Services Tax 


In general, the amalgamation of two or more corporations does not trigger liability for goods 
and services tax ("GST"). Section 271(c) of the Excise Tax Act!42 provides that the transfer 
of any property by a predecessor corporation to the new corporation formed on the 
amalgamation is deemed not to be a supply and therefore will not give rise to any liability for 
GST. For purposes of the ETA generally, section 271(a) of the ETA provides that the 
amalgamated corporation is deemed to be a separate person from each of its predecessor 
corporations. Section 271(b) of the ETA contains exceptions to the rule in section 271(a) of 
the ETA, deeming the amalgamated corporation to be the same corporation as, and a 
continuation of, each predecessor for the purposes of the bad debt rules in section 231 of the 
ETA, the threshold amount provisions dealing with frequency of reporting under section 249 
of the ETA and a number of other provisions prescribed in the Amalgamations and Windings- 
Up Continuation Regulations. 


FOOTNOTES 


140 s.c. 1985, c. E-15, as amended (the "ETA"). 
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7.2.58 Non-Resident Trusts and Other Non-Resident Entities 


For purposes of the rules in sections 94, 94.1 and 94.2 dealing with non-resident trusts and 
other non-resident entities, s. 87(2)(j.95) deems the amalgamated corporation to be the 
same corporation as, and a continuation of, a predecessor. Thus, where a predecessor was a 
contributor or electing contributor to a trust, or invested in an offshore investment fund 
property, the amalgamated corporation will be deemed to be such a contributor or investor. 


2019 Thomson Reuters Canada Limited 
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7.2.99 Employees Profit Sharing Plan 


For purposes of the election under s. 144(10) by an employer that certain payments under an 
employees profit sharing plan be made "out of profits," s. 87(2)(r) preserves the election 
made by a predecessor by deeming the election made by it to have been made by the 
amalgamated corporation. 
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7.3 Securityholders of Predecessor Corporations 
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7.3.1 Proceeds of Disposition and Cost 


Under section 248(1) of the Act, a disposition is defined to include any transaction or event 
by which a share owned by a taxpayer is converted by virtue of an amalgamation. 
Accordingly, when shares of a predecessor corporation are exchanged for shares of the 
amalgamated corporation upon the amalgamation, each shareholder of the predecessor 
corporation is considered to have disposed of his or her shares. For a shareholder of a 
predecessor corporation whose shares represent capital property, section 87(4) provides a 
"rollover" or deferral of recognition of any capital gain or loss. Where the status of a share is 
not clear, certain shareholders may be entitled to make an election under section 39(4) to 
deem such shares to be capital property to the shareholder. 


If the shares of the predecessor do not represent capital property to the shareholder, it is 
likely that the shareholder will be regarded as having disposed of his or her shares (either 
under the ordinary meaning of the word "disposition" or by virtue of section 248(1)) and the 
shareholder's proceeds of disposition will probably be the value of the shares of the 
amalgamated corporation received in exchange for the shareholder's shares of the 
predecessor corporation. 


Where shares of one predecessor corporation that are owned by another predecessor 
corporation are cancelled upon the amalgamation, there is a disposition of the shares by 
virtue of section 248(1), but there are normally no proceeds of disposition and, accordingly, 
no gain or loss to be recognized.14! 

Where, however, there is a "vertical" amalgamation described in section 87(11) and the paid- 
up capital of the subsidiary's shares exceeds the adjusted cost bases to the parent, a gain 
can arise under section 87(11)(a) which deems the parent to have disposed of the shares of 
the subsidiary immediately before the amalgamation for proceeds determined under section 
88(1)(b), on the assumption section 88(1) and (1.7) applied to the transaction. See §9.2.2(a) 
and 7.5. The amount under section 88(1)(b) is the greater of: (i) the lesser of the paid-up 
capital of the share immediately before the relevant time and, in general, the net cost 
amount to the subsidiary of its properties immediately before the amalgamation; and (ii) the 
adjusted cost base of the shares to the parent immediately before the amalgamation. 


When the shares of one predecessor corporation owned by another predecessor corporation 
are cancelled on the amalgamation, there is a loss of cost basis. The adjusted cost base of the 
shares of a predecessor corporation held by a shareholder predecessor corporation may be 
greater than the tax cost of the underlying assets. This may have resulted from the adjusted 
cost base of the shares reflecting unrealized gains in the underlying assets. If no early sale of 


the underlying assets is contemplated after the amalgamation, the impact of the loss of 
adjusted cost base may be minimal. However, this result has to be evaluated in the particular 
circumstances of each amalgamation. See also the discussion of section 87(9) in §7.4. 


In a short-form amalgamation, all shares are cancelled except the shares of the parent (in a 
vertical amalgamation) or the shares of the surviving subsidiary (in a_ horizontal 
amalgamation). It would appear that section 87(4) would not apply to preserve any part of 
the cost basis of the cancelled shares because section 87(1.1) applies only for purposes of 
section 87(1)(c) and not section 87(4). 


However, CRA has stated that on a horizontal short-form amalgamation described in section 
87(1.1)(b), the adjusted cost base of the shares of the predecessor corporations will be 
added to the adjusted cost base of the shares of the amalgamated corporation pursuant to 
section 87(4).142 This may not be the case on a vertical short-form amalgamation, since the 
requirement that the shares of the predecessor corporation be "owned" by the shareholder 
would not be met. This issue may be avoided in a horizontal amalgamation if the short-form 
procedure is not used. 


In an amalgamation governed by section 87(9), a parent may increase the adjusted cost base 
of the shares of an amalgamated corporation in certain circumstances to permit the parent 
to recognize some of the adjusted cost base of the shares of a predecessor that were 
exchanged on the amalgamation for shares of the parent. See §7.4. 


In addition to the requirement that the shares represent capital property to the shareholder 
of the predecessor corporation, the shareholder of the predecessor corporation section 
87(4) requires that must receive no consideration on the amalgamation for his or her shares 
other than shares of the amalgamated corporation. If cash is paid in lieu of fractional shares, 
CRA has indicated that it will not deny the rollover in section 87(4) provided the cash or 
other property received in lieu of a fractional share is less than $200. In that case, the 
taxpayer can choose to reduce the adjusted cost base of the remaining shares received on 
the amalgamation by the amount of cash or other property received or to include the amount 
of any gain or loss from the disposition of its fractional share in the computation of income. If 
the consideration exceeds $200, the taxpayer must realize a deemed dividend and/or a 
capital gain based on the paid-up capital and the adjusted cost base of the fractional 


share.143 If shares of a parent are received on the amalgamation by the shareholders of a 
predecessor corporation as described in section 87(9), the shares of the parent are deemed 
to be shares of the amalgamated corporation for purposes of section 87(4). See §7.4. 


Most corporate legislation provides shareholders who dissent from an amalgamation with a 
right to be paid the fair value of their shares in cash. The tax treatment of a dissenting 
shareholder in respect of the consideration received appears to turn on the identity of the 
corporation from which the dissenting shareholder receives payment. Section 84(3) 
provides that where a corporation has "redeemed, acquired or cancelled in any manner 
whatever ... any of the shares of its capital stock," the corporation is deemed to have paid a 
dividend equal to the amount by which a consideration paid exceeds the paid-up capital of 
the shares so redeemed. Where such a payment is received from the amalgamated 
corporation, it could be argued that section 84(3) should apply, on the basis that the 
amalgamated corporation is generally a continuation of the predecessor corporation for 


corporate law purposes. CRA takes the position that section 84(3) generally does not apply 
to such a payment because the amalgamated corporation is deemed to be a new corporation 
under section 87(2)(a), and is therefore not acquiring shares of its capital stock, but those of 
the predecessor, a separate corporation.“4 As a result, if the payment from the 
amalgamated corporation exceeds the adjusted cost base of the shares to the dissenting 
shareholder, the dissenting shareholder will realize a capital gain. If the payment is received 
from another entity, such as a parent in the course of a triangular amalgamation, the 
payment would likely give rise to capital gain rather than dividend treatment. This position 
also applies in other situations where a shareholder receives non-share consideration on the 


amalgamation such that section 87(4) does not apply so that the shareholder will realize a 


capital gain or loss.145 


CRA has indicated its view that, where non-share consideration is received by a shareholder 


on an amalgamation such that section 87(4) does not apply“ and the shareholder realizes a 
capital gain on the disposition of shares of a predecessor corporation, the general anti- 
avoidance rule in section 245 may be applicable.*2 In particular, CRA considers the 
avoidance of the provisions of section 84, combined with utilization of the capital gains 
exemption in section 110.6 in such an amalgamation to be "tax benefits" within the meaning 
of section 245(1) and the amalgamation to be an "avoidance transaction" as defined in 
section 245(3) if the primary purpose was to obtain such tax benefits for the taxpayer. 
Furthermore, the transaction could be considered to be an abuse or misuse of provisions of 
the Act intended to prevent the conversion of dividends into proceeds of disposition, such as 
section 84.1. For example, an amalgamation of two corporations owned by a single 
individual could be effected to avoid the application of section 84.1, which would have 


applied if the shareholder had transferred shares of one of the amalgamating corporations 
148 


to a holding corporation for consideration, including non-share consideration." 

Where the qualifying conditions of section 87(4) have been met, the shareholder of the 
predecessor corporation is deemed to have disposed of his or her old shares for proceeds 
equal to the adjusted cost base of those shares immediately before the amalgamation: 
section 87(4)(a). The shareholder is deemed to have acquired shares of the amalgamated 
corporation at the same cost. However, if shares of more than one class of the amalgamated 
corporation are acquired by the shareholder of the predecessor corporation, the cost is pro- 
rated over the shares of the different classes according to their respective fair market 
values: section 87(4)(b). 


Where the exchanged shares include both pre-1972 and post-1971 pools, section 87(4)(a) 
does not provide any means by which the deemed proceeds can be allocated in accordance 
with the adjusted cost base of each pool. If the proceeds are allocated equally, a shareholder 
may realize a gain on the pre-1972 shares and an equivalent loss on the post-1971 shares, 
which loss may be denied by the stop-loss rules in the Act. It is understood that CRA has 
taken the position that where section 87 applies to a share exchange, the shareholder's 
proceeds of disposition for the exchanged shares may be allocated among the pre-1972 and 
post-1971 pools in accordance with the adjusted cost base of the pools. 


Where a shareholder of a predecessor corporation owns two classes of shares of that 
corporation and exchanges each class for shares of a single class in the amalgamated 
corporation, the requirement in section 87(4) that the aggregate adjusted cost base of the 


old shares be apportioned between the two classes of new shares according to their 


respective fair market values can produce unexpected results. CRA has indicated its view!49 


that, if the amalgamation agreement provides that one class of old shares is exchanged for 
one class of new shares and the other class of old shares is exchanged for the other class of 
new shares, no apportionment of cost base will be required. A similar policy applies where, 
on a vertical short-form amalgamation, shares of a parent are converted into shares of the 


amalgamated corporation.152 


Where the shares of a predecessor corporation are owned by a non-resident shareholder and 
are taxable Canadian property to such shareholder, section 87(4) deems the shares of the 
amalgamated corporation to be taxable Canadian property of the shareholder for 60 months 
after the amalgamation so that the non-resident shareholder is not required to obtain a 
section 116 certificate in respect of the deemed disposition occurring on the amalgamation 


for the 60 months following the amalgamation. This rule applies even where the shares of 


the amalgamated corporation would not otherwise be taxable Canadian property. For 
example, if the shares of the amalgamated corporation are listed on a designated stock 
exchange and the non-resident shareholder does not own sufficient shares to make them 
taxable Canadian property as defined in section 248(1), the special rule in section 87(A4) 
would nevertheless apply to deem such shares to be taxable Canadian property if the 
predecessor corporation shares are taxable Canadian property to the non-resident 
shareholder. This rule is necessary in order to prevent a non-resident who wishes to sell 
shares of a private Canadian corporation from avoiding the payment of tax on the sale of 
such shares by amalgamating the corporation with a public corporation whose shares are 
listed and then selling shares of the amalgamated public corporation. Unless deemed to be 
taxable Canadian property, the listed shares of a public corporation held by a non-resident 
will not be taxable Canadian property under section 248(1) unless at any time within the 60- 
month period preceding the disposition the non-resident alone or together with other non- 
arm's length persons owned not less than 25% of the shares of any class of the corporation 
and the shares' value derived principally from Canadian real or resource property. The 
addition of the 60-month limitation on deemed taxable Canadian property status applies 


after March 4, 2010.422 


Rules in section 87(4)(c) prevent the amalgamation from being used to confer a benefit on a 
related person. If the fair market value of the shares of a predecessor corporation owned by 
a taxpayer immediately before the amalgamation exceeds the fair market value of the shares 
in the amalgamated corporation received by the taxpayer immediately after the 
amalgamation, it must be determined whether any portion of the excess may reasonably be 
regarded as a benefit that at any time within the 60-month period preceding the disposition 
the taxpayer desired to confer on a related person.422 Where any portion of the excess 
(referred to as the "gift portion") reasonably may be regarded as a benefit conferred on a 
related person, the proceeds of disposition of the shares of the predecessor corporation are 
deemed to be equal to the lesser of: (i) the aggregate of the adjusted cost base of the old 
shares and the gift portion; and (ii) the fair market value of the shares of the predecessor 
corporation immediately before the amalgamation: section 87(4)(c). Therefore, if there is 
any indirect gift to a related person upon an amalgamation, the taxpayer will be deemed to 
realize a capital gain equal to the amount of the gift or benefit. For example, assume that a 
taxpayer who owns shares of a predecessor corporation with a fair market value of $40,000 


and an adjusted cost base of $8,000 receives shares of the amalgamated corporation with a 
fair market value of only $20,000. If the excess of $20,000 can reasonably be regarded as a 
benefit that the taxpayer desired to confer upon a related taxpayer, the taxpayer's proceeds 
of disposition will be $28,000, the aggregate of the adjusted cost base of the shares ($8,000) 
and the amount of the benefit ($20,000). Since the adjusted cost base of the shares is 
$8,000, the amount of the capital gain realized would be $20,000 which is equal to the gift 
portion 154 


Any capital loss arising on the disposition of the shares of a predecessor corporation is 
deemed to be nil: section 87(4)(d). However, the amount of any disallowed capital loss may 
be added in computing the cost to the taxpayer of any shares in the amalgamated 
corporation. In such case, the cost to the taxpayer of the shares of the amalgamated 
corporation is deemed to be the lesser of the adjusted cost base of the shar es of the 
predecessor corporation and the aggregate of the fair market value of the shares of the 
amalgamated corporation and any capital loss that, but for section 87(4)(d), would be 
realized on the disposition of the shares of the predecessor corporation: section 87(4)(e). 
Consequently, in the preceding example, the cost to the taxpayer of the shares of the 
amalgamated corporation would be $8,000, representing the lesser of the adjusted cost base 
of the shares of the predecessor corporation ($8,000) and the aggregate of the fair market 
value of the shares of the amalgamated corporation ($20,000) and the capital loss (nil). 
Where more than one class of shares of the amalgamated corporation is received, the cost of 
such shares is apportioned among each class in accordance with the respective fair market 
values of the shares of each class: section 87(4)(e). 


Section 88(2.2) sets out rules intended to limit the artificial realization of pre-1972 capital 
surplus on hand. These rules can apply on an amalgamation to limit the realization of pre- 
1972 capital surplus on hand by a shareholder of a predecessor corporation: section 88(2.2) 
(a) (iii). 


CRA has confirmed its view that the provisions of section 87(4) apply to a shareholder of a 
co-operative corporation, as defined in section 136(2).195 
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2009 D.T.C. 1094 (Eng.) (T.C.C. [General Procedure]), reversed 2010 CarswellNat 3063, 2010 
CarswellNat 1411, [2010] 5 C.T.C. 112, 2010 D.T.C. 5089 (Eng.) (F.C.A.). In that case, in the 
course of a takeover transaction, the acquiror (a predecessor of the taxpayer) agreed with a 
major shareholder of the target corporation (who at all times acted at arm's length) that the 
shareholder would effectively receive the shares of a subsidiary of the target corporation in 
exchange for its interest in the target corporation. The target corporation's sale of the 
subsidiary shares would have given rise to a capital gain so, in order to eliminate or defer any 
tax on the disposition, the transfer of the subsidiary to the shareholder was effected through 
an amalgamation of the subsidiary and a subsidiary of the shareholder. On the amalgamation, 
the vendor target corporation received preferred shares of the amalgamated corporation that 
bore no dividends and were redeemable by the issuance of a non-interest bearing promissory 
note maturing in 25 years. The Tax Court found, and the Federal Court of Appeal did not 
disturb the finding, that an arm's length purchaser of the preferred shares would place a 
"significant discount" on their nominal value and upheld the minister's assumption that 
preferred shares had no value. The Tax Court upheld the reassessment on the basis that the 


subsidiary conferred a benefit on the acquiror at a time (after the acquisition) when it did not 
act at arm's length with the acquiror. The Federal Court of Appeal, in allowing the taxpayer's 
appeal, stated as follows, at paragraph 58: 


I do not accept the opinion of the judge that the 87(4) Exception is designed to compel the 
shareholder or predecessor corporation to "act in its own interests and not for the benefit 
of a related party such as a controlling shareholder". In my view, the objective of the 87(4) 
Exception is more specific. It is intended to deter a taxpayer from using the device Qf a 
corporate amalgamation to shift part or all of the value of a predecessor corporation to the 
amalgamated corporation if, but only if, a person related to the taxpayer has a direct or 
indirect interest in the amalgamated corporation that will be enhanced by the shift in value. 


The Court found that any shift in value flowing from the fact that the preferred shares had little 
or no fair market value accrued only to the subsidiary of the shareholder, which at all times 
acted at arm's length with the acquiror. The only benefit flowing to the acquiror from the 
transaction was the tax saving resulting from the amalgamation itself and the Court found that 
this could not be a benefit referred to in s. 87(4). 


The Federal Court of Appeal also found that the specific provisions of s. 87(4) override the more 
general rule in s. 69(4) which denies any tax saving resulting from an appropriate of corporate 
property. 


154 c66¢ also s. 26(21) of the ITAR discussed at §7.3.8. 


155 See Advance Tax Ruling, CRA Document 9821803(E), dated January 1, 1998. 
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7.3.2 Term Preferred Shares 


Term preferred shares are defined in section 248(1). Dividends received on term preferred 
shares may not be deductible in computing the taxable income of the recipient corporation. 
The date of issue of a particular share and the features attaching to such share at the time of 
its issue are important in determining whether that share comes within the definition. 
Section 87(4.1) applies for the purposes of the definition of "term preferred share." Under 
section 87(4.1), for purposes of the definition of "term preferred share," where the terms of 
the new share of the amalgamated corporation are the same as, or substantially the same as, 
the terms and conditions of the share of a predecessor corporation (the old share) in 
exchange for which the new share was issued: (i) the new share is deemed to have been 
issued at the time the old share was issued; (ii) if the old share was issued under an 
agreement in writing, the new share is deemed to have been issued under that agreement; 
and (iii) the amalgamated corporation is deemed to be the same corporation as, and a 
continuation of, the predecessor corporation. Therefore, as long as the terms of the new 
share are substantially the same as those of the old share, the date of issue of the share by 
the predecessor corporation and the other features of the share at the time of its issue are 
preserved for purposes of deciding whether the share of the amalgamated corporation is a 
term preferred share. See the discussion at §7.4 regarding the application of section 87(4.1) 
in the context of a triangular amalgamation. 
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7.3.3 Other Preferred Shares 


Section 87(4.2) applies for the purposes of section 112(2.2) (which denies the intercorporate 
dividend deduction on a guaranteed preferred share); see §2.6.4; section 112(2.4) (which 
denies the intercorporate dividend deduction on a collateralized preferred share); Part IV.1 
(which in certain circumstances imposes a 10% tax on a recipient of a dividend paid on a 
taxable preferred share or taxable RFI share); Part VI.1 (which in certain circumstances 
imposes tax on a corporation paying a dividend on a taxable preferred share, including a 
short-term preferred share); section 258 (which in certain circumstances deems a dividend 
received from a non-resident corporation to be interest); and the definitions of 
"grandfathered share," "short-term preferred share," "taxable preferred share," and 
"taxable RFI share" in section 248(1). Under section 87(4.2), where the terms and conditions 
of the new share of the amalgamated corporation are the same as, or substantially the same 
as, the terms and conditions of the share of a predecessor corporation (the old share) for 
which it was exchanged then for purposes of applying these provisions: (i) the new share is 
deemed to have been issued at the time the old share was issued; (ii) the new share is 
deemed to be the same share for the purpose of the definition of "grandfathered share" in 
section 248(1), provided that the old share was a share described in that definition; (iii) the 
new share is deemed to have been acquired by the shareholder at the same time the old 
share was acquired; (iv) the amalgamated corporation is deemed to be the same corporation 
as, and a continuation of, each predecessor corporation; and (v) an election with respect to 
Part VI.I tax made by the predecessor corporation under section 191.2(1) with respect to the 
class of shares to which the old share belongs is deemed to be an election made by the 
amalgamated corporation with respect to the class of shares to which the new share 
belongs. 


For amalgamations occurring after 1988, section 87(4.2)(f) applies to ensure that if the rules 
in section 191(4) (which provide relief from the possible application of Parts IV.1 and VI.1) 
applied to the old shares, the rules will continue to apply to the new shares if, in addition to 
the requirement that the terms and conditions be the same or substantially the same, the 
"specified amount" (typically, the redemption amount) of the new share for the purposes of 
section 191(4) is equal to the specified amount of the old share. If this condition is met, the 
new share is deemed to have been issued for the same consideration, and to have been 
issued for the same purpose, as the old share for the purposes of sections 191(4)(d)(i) and (e) 
(i), where the specified amount for the old share was established in connection with its 
issuance. In addition, where the new share is the only consideration for the disposition of the 
old share, the new share is deemed, for the purposes of section 191(4), to have been issued 
for consideration having a fair market value equal to the consideration for which the old 
share was issued. Where the specified amount for the old share was established in 


connection with a change of the old share's terms or conditions, or as a result of a change to 
or the entering into of an agreement, the new share is deemed for purposes of sections 
191(4)(d)(ii) and (e)(ii) to be the same share as the old share and to have been issued for the 
purpose for which the old share was issued. In these circumstances, where the new share is 
the only consideration for the disposition of the old share, the consideration for which the 
new share was issued is deemed to be equal to the fair market value of the old share 
immediately before the change or entering into the agreement took place. The general effect 
of these rules is that the exemption in section 191(4) will continue to be available, provided 
that the new share has the same specified amount and terms and conditions as the old share. 
See the discussion at §7.4 regarding the application of section 87(4.2) in the context of 
triangular amalgamation. 


2019 Thomson Reuters Canada Limited 
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7.3.4 Rights to Acquire "Grandfathered" Shares 


"Grandfathered share" is defined in section 248(1). The grandfathered status of a share is 
important in relation to a number of rules, referred to above, which in certain circumstances 
deny the deduction for dividends received by corporations or impose tax on dividends paid 
or received. A number of these provisions were amended and others implemented for 
shares, other than "grandfathered shares," issued after 8:00 p.m. EDT, June 18, 1987. 
Included in the definition of a "grandfathered share" in section 248(1) is a share of a 
Canadian corporation issued pursuant to a right to acquire the share if: (i) the right was 
issued before the above-noted time or under an agreement in writing entered into before 
that time or before 1988 as part of a distribution to the public made in accordance with an 
offering document filed before that time with a public authority; (ii) the right was listed on a 
designated stock exchange in Canada; (iii) the optioned share was listed on a designated 
stock exchange, and (iv) substantially all the terms and conditions of the right and the share 
were established in writing before that time. 


Section 87(4.3) applies to an amalgamation after June 18, 1987, and provides for the 
continuity of grandfathering relief for new rights received in exchange for rights to shares of 
a predecessor corporation. The new right will be deemed to be the same right as the old 
right for the purposes of the definition of "grandfathered share" if: (i) the new right is listed 
on a designated stock exchange; (ii) the terms and conditions of the new right are 
substantially the same as those of the old right; and (iii) the terms and conditions of the 
shares covered by the old and new rights are substantially the same. This continuity of 
treatment is available only to a shareholder and not to any other person. This distinction 
seems inappropriate in the circumstances since the right is required to be listed and 
presumably trades separately from the shares. Presumably, this potential problem can be 
avoided in most cases by simply acquiring a share of the predecessor corporation before the 
amalgamation. See the discussion of §7.4 regarding the application of section 87(4.3) in the 
context of a triangular amalgamation. 
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7.3.9 Flow-Through Shares 


"Flow-through share" is defined in section 66(15). Sections 66(12.6) to (12.73) permit a 
principal-business corporation to renounce certain resource-related expenses to holders of 
flow-through shares. Section 87(4.4) allows the amalgamated corporation to renounce 
resource expenditures incurred by it after the amalgamation pursuant to a flow-through 
share agreement entered into by a predecessor corporation before the amalgamation 
provided that: (i) each predecessor corporation was a principal-business corporation as 
defined in section 66(15) or never carried on business; (ii) the predecessor corporation 
entered into an agreement with a person for consideration given by the person to the 
predecessor; (iii) subject to item (iv) below, the predecessor corporation issued a flow- 
through share to that person and the amalgamated corporation issued a new share to that 
person, or to a person or partnership that acquired the original share, on the amalgamation 
with the same terms and conditions as the flow-through share; and (iv) if the predecessor 
corporation did not issue a flow-through share to the person, but agreed to do so, the 
amalgamated corporation is obliged to issue a share to the person, and the new share would 
not, if issued, be a prescribed share under section 66(15). If these conditions are met, for 
purposes of renouncing resource expenditures incurred after the amalgamation under 
section 66(12.6), (12.601) or (12.62) and for purposes of section 66(12.66) and Part X11.6, 
the person who gave the consideration is deemed to have paid it to the amalgamated 
corporation under an agreement entered into with the amalgamated corporation at the time 
it was entered into by the predecessor; the new share is deemed to be a flow-through share 
of the amalgamated corporation; and the amalgamated corporation is deemed to be the 
same corporation as, and a continuation of, the predecessor corporation. See the discussion 
at §7.4 regarding the application of section 87(4.4) in the context of a triangular 
amalgamation. 
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7.3.6 Options 


Section 87(5) applies to an amalgamation where a taxpayer owned a capital property before 
the amalgamation that was an option to acquire shares of a predecessor corporation. The 
section applies where a predecessor corporation granted an option to acquire its own shares 
or where a shareholder of a predecessor corporation granted an option on the shareholder's 
shares to a third party, but it does not apply where the owner of the option is a predecessor 
corporation. If the option holder receives no consideration for the disposition of the option 
on the amalgamation other than an option to acquire shares of the amalgamated 
corporation, the option holder is deemed to have disposed of the old option for proceeds 
equal to its adjusted cost base to the holder immediately before the amalgamation and to 
have acquired the new option at a cost equal to the same amount. If the old option 
represented taxable Canadian property to the option holder, the new option will also be 
taxable Canadian property of the option holder for the 60 months following the 
amalgamation.12& There is no requirement in section 87(5) for the terms of the new option to 
be the same as, or substantially the same as, the terms of the old option.122 

Where section 87(5) has applied on an amalgamation to determine the cost of a new option, 
section 87(5.1) preserves the "deduction history" in respect of the option. After the 
amalgamation the total of all amounts deducted under section 53(2)(g.1) in computing the 
adjusted cost base of the old option is deducted in computing the adjusted cost base of the 
new option and such deduction is then added in computing the adjusted cost base of the new 
option. This rule is relevant to the provisions of section 80.03, which recognizes gains 
deferred through cost base reductions flowing from the application of the debt forgiveness 
rules. This gain is determined with reference to prior adjustments under section 53(2)(g.1) 
and the rule in section 87(5.1) preserves that history with respect to the option. 


Since employee stock options governed by section 7 do not constitute capital property 
(because an income gain rather than a capital gain arises on their disposition), section 87(5) 
does not apply to such options. However, flow-through treatment in respect of such options 
on amalgamation is provided by sections 7(1.4) and (1.5) where the conditions set out there 
are met.228 See the discussion of §7.4 regarding the application of section 87(5.5) in the 
context of a triangular amalgamation. 


FOOTNOTES 


156The addition of the 60-month limitation on deemed taxable Canadian property status applies 
after March 4, 2010. 


157 See paragraph 1.80 of Folio F4-S7-C1. 


158se¢ paragraph 15 of Interpretation Bulletins IT-113R4, dated August 7, 1996, paragraph 1.81 
of Folio F4-S7-C1 and Advance Tax Ruling, CRA Document 900203(E), dated September 21, 
1990. See also chapter 13. 
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7.3.7 Tax-Deferred Shares of an Agricultural Co-operative Corporation 


Section 135.1 deals with the payment of tax-deferred patronage dividends by an agricultural 
cooperative corporation in the form of distribution of tax-deferred cooperative shares. In 
effect, any inclusion of income in respect of the distribution represented by the shares is 
deferred until the share is disposed of. Section 87(2)(s) provides that for these purposes, 
where the amalgamated corporation is an agricultural cooperative corporation at the 
beginning of its first taxation year, it is deemed to be the same corporation as, and a 
continuation of, each predecessor corporation that was such a corporation at the end of its 
last taxation year. Furthermore, where a share that meets the conditions of a tax deferred 
cooperative share is issued by the amalgamated corporation on the amalgamation to a 
taxpayer in exchange for a share of a predecessor corporation that was also a tax deferred 
cooperative share and the amount of paid up capital and the amount payable on the 
redemption, acquisition, or cancellation of the new share is equal to the corresponding 
amounts in respect of the old share, the new share is deemed to have been issued at the time 
the old share was issued and the taxpayer is deemed to have disposed of the old share for nil 
proceeds for purposes of applying section 135.1(2). Accordingly, the tax deferral will be 
maintained notwithstanding the amalgamation. 
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7.3.8 Transitional Rules 


Section 26(21) of the ITAR applies to an amalgamation after May 6, 1974, and is intended to 
permit the tax-free zone rules applicable to shares of a predecessor corporation to carry 
forward and be available for the shares of the amalgamated corporation in particular 
circumstances. The section does not apply where the indirect gift rules of section 87(4)(e) 
have applied. See §7.3.1. The shares of the predecessor corporation must have been owned 
by the shareholder on December 31, 1971 and continuously thereafter until immediately 
before the amalgamation. Also, only shares of one class of the amalgamated corporation 
must be received for shares of one class of the predecessor corporation. CRA considers that 
section 26(21) of the ITAR applies to each class of a predecessor corporation's shares 
separately such that the provision can apply notwithstanding that a shareholder receives 
more than one class of the amalgamated corporation's shares, as long as shares of only one 
class of the amalgamated corporation are received for each class of the predecessor 


corporation's shares.422 CRA also considers that section 26(21) of the ITAR can apply where 
a shareholder holding shares of more than one class of a predecessor corporation's shares 
receives shares of only one class of the amalgamated corporation's shares; in these 
circumstances, the cost and V-Day value of the amalgamated corporation's shares will be 


subject to the averaging provisions of section 26(8)(c) of the ITAR.1©2 


Where these requirements have been satisfied, section 26(21) applies for the purpose of 
determining the cost and the adjusted cost base to the shareholder of the new shares of the 
amalgamated corporation and also for the purposes of the definition of pre-1972 capital 
surplus on hand in section 88(2.1). The old shares are deemed not to have been disposed of 
on the amalgamation but to have been altered, in form only, by virtue thereof and to have 
continued in existence in the form of the new shares and the new shares are deemed not to 
have been acquired because of the amalgamation but to have been in existence prior thereto 
in the form of the old shares that were altered, in form only, because of the amalgamation. As 
a result of these provisions, the shareholder can continue to use the tax-free zone in 
computing the adjusted cost base of his or her shares of the amalgamated corporation. If 
section 26(21) does not apply, the tax-free zone is crystallized at the time of the 
amalgamation and is not available in the future. 


For amalgamations generally occurring after July 13, 1990, section 26(28) of the ITAR 
provides that where a taxpayer acquired shares (the "first shares") on an amalgamation to 
which section 26(21) of the ITAR applied, and subsequently acquired, in exchange for the 
first shares, shares (the "second shares") on a subsequent amalgamation to which section 
26(21) of the ITAR would have applied if the taxpayer had owned the first shares on 
December 31, 1971 and thereafter without interruption until the time of the subsequent 


amalgamation, for the purposes of applying section 26(21) of the ITAR in respect of that 
subsequent amalgamation, the taxpayer shall be deemed to have owned the first shares on 
December 31, 1971 and thereafter without interruption until the time of the subsequent 
amalgamation. Therefore, section 26(28) of the ITAR will apply to preserve the tax-free zone 
on successive applications of section 26(21). Rules similar to section 26(21) of the ITAR are 
contained in sections 26(22) and (23) of the ITAR with respect to options and certain debt 
obligations received on an amalgamation. By virtue of section 26(28) of the ITAR, 
amalgamations generally occurring after July 13, 1990 the previous application of sections 
26(22) and (23) of the ITAR in respect of a predecessor corporation's options and certain 
debt obligations will not preclude the subsequent application of these provisions to a 
subsequent amalgamation provided the conditions in section 26(28) of the ITAR are 


satisfied. The provision of section 26(28)161 apply to amalgamations after May 6, 1974 if the 
taxpayer so elects by notifying the minister in writing either before 1993 or in the taxpayer's 


return of income under Part I of the Act for the taxation year in which the taxpayer disposed 


of the shares, options or debt obligations on the amalgamation.1©2 


FOOTNOTES 


15917-474R, paragraph 45, and Income Tax Ruling TR-62, published June 27, 1977. 


160;7-474R, paragraph 46. 


161 While section 26(28) of the ITAR is not limited to acquisitions and disposition of shares, options 


or debt obligations on an amalgamation, that is the context in which it is discussed here. It 
applies to any acquisition of property to which any of sections 26(5) or 26(21) to (27) of the 
ITAR applied. 


162, plicable to amalgamations generally occurring after August 11, 1983 and before July 13, 


1990, in determining whether a shareholder owned shares of the predecessor corporation on 
December 31, 1971 for the purposes of s. 26(21) of the ITAR, CRA took the position that 
deemed ownership on June 18, 1971, as a result of the previous application of s. 26(5) of the 
ITAR, was not sufficient; the opposite position was taken with respect to pre-August 12, 1983 
amalgamations. Also, the previous application of s. 26(21), (24), (26), or (27) of the ITAR in 
respect of a predecessor corporation's shares was considered to preclude the application of s. 
26(21). See paragraph 44 of Interpretation Bulletin IT-474R. See also paragraph 12 of 
Interpretation Bulletin IT-450R, dated April 8,1983, which expresses the same view with 
respect to s. 26(26) of the ITAR. Section 26(15) of the ITAR contains provisions for determining 
the actual cost of shares where the amalgamation took place before 1972. 
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7.3.9 Creditors of Predecessor Corporations 


Section 87(6) applies to an amalgamation after May 6, 1974, where the owner of a bond, 


debenture, mortgage, note, hypothecary claim or other similar obligation of a predecessor!&2 


corporation receives no consideration for the disposition of the old obligation on the 
amalgamation other than a bond, debenture, mortgage, note, or other similar obligation of the 
amalgamated corporation. In these circumstances, if the debt obligation of the predecessor 
corporation represented capital property to the holder and if the amount payable to the holder of 
the debt obligation of the new corporation on its maturity is the same as the amount that was 
payable on maturity to the holder of the old debt obligation, the creditor is deemed to have 
disposed of the old debt obligation for proceeds equal to its adjusted cost base immediately 
before the amalgamation and to have acquired the new debt obligation at a cost equal to the same 
amount. These rules do not apply where the creditor of a predecessor corporation is another 
predecessor corporation. See the discussion of the cancellation of inter-corporate indebtedness 
at §7.2.31. 


Since the only requirement is that the amount payable on the maturity of the new debt obligation 
be the same as the amount that was payable on the maturity of the old debt obligation, there 
appears to be considerable scope for other changes in the terms of the debt obligation. 


If the debt obligation does not represent capital property to the creditor, the particular 
circumstances of the amalgamation and the terms of the old and the new debt obligation will 
likely determine whether there has been a disposition of the old debt obligation with resulting 
gain or loss consequences. 


If a creditor has been claiming a reserve under section 20(1)(n), 40(1)(a)(iii), or 44(1)(e)(ii) in 


respect of an amount not yet due from a predecessor corporation, CRA takes the view1 that the 
creditor will not lose the reserve by virtue of the amalgamation. 


Section 26(23) of the ITAR allows a creditor to continue to use the tax-free zone rules in 
computing the cost and the adjusted cost base of the new debt obligation if the creditor owned 
the old debt obligation on December 31, 1971 and thereafter without interruption until the 
amalgamation. These rules also apply in determining the pre-1972 capital surplus on hand of the 
creditor. The old debt obligation is deemed not to have been disposed of by the taxpayer by virtue 
of the amalgamation but to have been altered, in form only, by virtue thereof and to have 
continued in existence in the form of the new obligation and the new obligation is deemed not to 
have been acquired by the taxpayer by virtue of the amalgamation but to have been in existence 
prior thereto in the form of the old obligation that was altered, in form only, by virtue of the 
amalgamation.12 


See also the discussion at §7.2.31, where the provisions of section 87(7) of the Act are dealt with 


and, in particular, the rules that apply to income bonds and debentures which will be important to 
the holders thereof. 


Section 87(6.1) contains a rule parallel to that contained in section 87(5.1) relating to options to 
acquire shares of a predecessor corporation (discussed at §7.3.6 above). Section 87(6.1) 
preserves the deduction history of the bond, debenture or note for purposes of section 80.03 by 
requiring all amounts deducted under section 53(2)(g.1) in computing the adjusted cost base of 
the debt security of the predecessor corporation to be deducted in computing the adjusted cost 
base of the new security after the amalgamation and each such amount is then added in 
computing the adjusted cost base to the taxpayer of the security in the amalgamated corporation 
after that time. 


FOOTNOTES 


163 For an exhaustive discussion of the characterization of a particular instrument as debt or as equity 
for purposes of the Act, see Barejo Holdings ULC v. R., 2015 TCC 274, 2015 CarswellNat 5569, 2015 
CarswellNat 10768, 2015 D.T.C. 1216 (T.C.C. [General Procedure]), affirmed 2016 CarswellNat 
12085, 2016 CarswellNat 6459, [2017] 1 C.T.C. 181, 2016 D.T.C. 5139 (FC.A.), leave to appeal 
refused Barejo Holdings ULC v. Her Majesty the Queen, 2017 CarswellNat 2765, 2017 CarswellNat 
2766 (S.C.C.). 


164s 66 paragraph 1.95 of Folio F4-S7-C1. 


165 c¢¢ §7.3.8 for a related discussion regarding the application of section 26(23) of the ITAR to 
successive amalgamations. 
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7.3.10 Continuation of Listed Status 


Section 87(10) applies where an amalgamated corporation is a public corporation which has 
issued a share in exchange for a share of a predecessor corporation, that was listed on a 
designated stock exchange immediately before the amalgamation. In that case, if the share of the 
amalgamated corporation is redeemed, acquired or cancelled by the amalgamated corporation 
within 60 days after the amalgamation, the share is deemed to have been listed until the time at 
which it is redeemed, acquired, or cancelled for the purposes of the definition of "excluded 
property" in section 116(6), the definition of "qualified investment" for a registered retirement 
savings plan in section 146(1), a registered education savings plan in section 146.1(1), a 
registered retirement income fund in section 146.3(1), a deferred profit sharing plan in section 
204, the tax imposed under Part XI.01 (Taxes in Respect of Registered Plans) and the definition of 
"taxable Canadian property" in section 248(1). This ensures continuation of the preferential 
treatment granted a listed share for a 60-day period following the amalgamation where the share 
is to be acquired by the amalgamated corporation in that period. 
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7.3.11 Flow-Through Entities 


Section 87(2)(bb.1) provides that, where a predecessor corporation was immediately prior to the 
amalgamation an investment corporation, a mortgage investment corporation or a mutual fund 
corporation and the new corporation is such a corporation the amalgamated corporation is 
deemed to be the same corporation as, and the continuation of, the predecessor corporation for 
the purpose of section 39.1. This preserves the ability of an individual who holds an interest in 
such a flow-through corporation to continue to claim a reduction in a capital gain otherwise 
realized on the disposition of an interest in the corporation by using the individual's "exempt 
capital gains balance"!£© in respect of the corporation. This provision effectively allows the 
individual to treat capital gains realized by the corporation to be capital gains of the individual for 
purposes of a deduction in respect of the exempt capital gain balance in respect of the 
corporation. 


FOOTNOTES 


166The exempt capital gains balance is related to the repeal of the $100,000 capital gains exemption 


formerly in s. 110.6. 
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7.4 Triangular Amalgamations 


The rules in section 87 also extend to amalgamations in which shares of a taxable Canadian 
corporation that controls the amalgamated corporation, immediately after the amalgamation, are 
issued to shareholders of a predecessor corporation (commonly referred to as triangular 
amalgamations): section 87(9). The shares of the parent so issued are deemed to be shares of the 
amalgamated corporation for the purposes of sections 87(1)(c) and (4) and the ITAR: section 
87(9)(a). Consequently, the amalgamation will qualify for the section 87 flow-through provisions 
applicable to the predecessor corporations and the amalgamated corporation even though the 
shareholders of a predecessor corporation do not become shareholders of the amalgamated 
corporation but instead become shareholders of its parent. Similarly, the section 87(4) rollover 
for shareholders of a predecessor corporation who become shareholders of the amalgamated 
corporation applies to shareholders who become shareholders of the amalgamated corporation's 


parent.167 


Sections 87(9)(a.1) and (a.2) clarify that sections 87(4.1) to (4.3), which extend the 
grandfathering applicable to certain shares (such as term preferred shares and taxable preferred 
shares) and rights that are exchanged for similar shares or rights issued on an amalgamation, will 
also be available in respect of shares or rights issued on an amalgamation to which section 87(9) 
applies. Section 87(9)(a.3) also clarifies that the rollover provisions in section 87(5) dealing with 
options to acquire shares of the predecessor also apply to triangular amalgamations. Section 
87(9)(a,21) confirms that the rollover treatment for flow-through shares of a predecessor 
contained in section 87(4.4) also applies to triangular amalgamations. See §7.3.2 to 7.3.5 fora 
discussion regarding sections 87(4.1) to (5). 


The rules in section 87(9) apply only to amalgamations of two or more taxable Canadian 
corporations to form a new corporation that is controlled by another taxable Canadian 
corporation. It is not clear whether section 87(9) applies where an amalgamated corporation is 
controlled immediately after the amalgamation by more than one taxable Canadian corporation. 
(Sections 33(2) and 3(1) of the Interpretation Act provide that unless a contrary intention 
appears, words in the singular include the plural.) 


Section 87(9) also provides rules to limit the increase in the paid-up capital of any class of shares 
of the parent that includes shares issued to shareholders of a predecessor corporation. The paid- 
up Capital of the particular class of shares is reduced by the amount by which the paid-up capital 
of all of the shares of the capital stock of the parent, immediately after the amalgamation, 
exceeds the aggregate of the paid-up capital of the parent and each predecessor corporation 
(other than the paid-up capital in respect of shares of a predecessor corporation that were owned 
by the parent or by any other predecessor corporation and the paid-up capital in respect of any 
share of a predecessor corporation owned by a person other than the parent or a predecessor 
that was not exchanged for parent shares upon the amalgamation) immediately before the 
amalgamation: section 87(9)(b)(i). Where more than one class of shares of the parent is involved, 
the amount of the reduction is allocated amongst the classes of shares in proportion to the paid- 


up capital of the respective classes immediately after the amalgamation. 


In effect, section 87(9)(b)(i) limits the increase in the paid-up capital of the parent upon the issue 
of shares to shareholders of a predecessor corporation to the amount of the paid-up capital of the 
shares of the predecessor corporation for which they are exchanged. For example, assume that 
Corporation A owns all the shares of Corporation B that have a paid-up capital of $1,000 and 50% 
of the shares of Corporation C, all of the shares of which have a paid-up capital of $1,500. Assume 
further that X owns the other 50% of the shares of Corporation C and that upon the amalgamation 
of Corporations B and C, X receives shares of a new class of Corporation A that have a paid-up 
capital of $900. The paid-up capital of all of the other shares of Corporation A is $100,000. The 
reduction in the paid-up capital of the new class of shares of Corporation A issued to X under 
section 87(9)(b)(i) is computed as follows: 


Paid-up capital of Corporation A $100,900 
Minus the aggregate of 
1. Paid-up capital of Corporation A before the $100,000 
merger 
2. Paid-up capital of relevant shares of $ 750 $100,750 


Corporations B and C 
Reduction in paid-up capital $ 150 


The reduction in the paid-up capital in the parent pursuant to section 87(9) is consistent with the 
rules in section 87(3) with respect to the paid-up capital of the amalgamated corporation. Section 
87(3) provides that the paid-up capital of the amalgamated corporation must be reduced to the 
extent that such paid-up capital exceeds the aggregate of the paid-up capital of each of the 
predecessor corporations. See discussion at §7.2.42. 


Section 87(9)(b)(ii) provides for an addition to the paid-up capital of the parent where such paid- 
up capital has been reduced under section 87(9)(b)(i) and, upon a subsequent reduction in capital 
or redemption of shares, a deemed dividend arises under section 84(3), (4) or (4.1). The amount 
added to paid-up capital is the lesser of the amount by which the deemed dividend exceeds the 
amount of the deemed dividend that would have arisen had the reduction in paid-up capital not 
been made and the amount of the reduction in paid-up capital under section 87(9)(b)(i). This add- 
back to paid-up capital prevents the amount of the reduction in paid-up capital from being subject 
to tax more than once as a deemed dividend. See §7.2.42 for a discussion of the computation of 
the paid-up capital of an amalgamated corporation. 


The parent is deemed to have acquired the shares of the amalgamated corporation at a cost equal 
to the adjusted cost base to it of the shares of the predecessor corporations owned by it: section 
87(9)(c)(i). Where the parent owns all of the shares of the amalgamated corporation immediately 
after the amalgamation, the cost to the parent of the shares of the amalgamated corporation may 
be stepped-up by the amount by which the aggregate of: 


(A) the sum of any cash on hand of the amalgamated corporation immediately after the 
amalgamation; and the cost amount of all of the property of the amalgamated corporation 
immediately after the amalgamation; less the amount of all debts and other obligations 
owed by the amalgamated corporation immediately after the amalgamation; 


exceeds 


(B) the adjusted cost base to the parent of all of the shares of the predecessor 
corporations beneficially owned by it immediately before the amalgamation: section 87(9) 


(c)(ii). 


The step-up in cost base must be designated as such in the parent's tax return for the year in 
which the amalgamation occurred. The parent can allocate the step-up amongst the classes of 
shares of the amalgamated corporation owned by it. However, the amount allocated to any 
particular class of shares cannot increase the cost of such shares to an amount in excess of their 
fair market value immediately after the amalgamation: section 87(9)(c)(ii)(B). 


The step-up in the cost of the shares of the amalgamated corporation to the parent in this 
situation is designed to provide some recognition for the cost incurred by the parent in issuing its 
shares to shareholders of the predecessor corporation. It is clearly inappropriate for there to be 
any loss of cost base to the parent in this situation since such a result would not occur if the 
parent acquired the outstanding shares of the predecessor corporations prior to the 
amalgamation pursuant to a section 85(1) transaction. 


The operation of the step-up in cost of the shares of the amalgamated corporation to a parent is 
illustrated in the following example. Assume that Corporation A owns all of the shares of 
Corporation B and 50% of the shares of Corporation C and such shares have an adjusted cost base 
of $2,000 and $10,000, respectively. The other half of the shares of Corporation C are owned by X. 
Immediately after the amalgamation of Corporations B and C, the amalgamated corporation has 
cash on hand of $22,000, representing the equity investment of $2,000 by Corporation A in 
Corporation B and the equity investment of $10,000 each by Corporation A and X in Corporation 
C. If Corporation A issues its shares to X upon the amalgamation of Corporations B and C, the cost 
to Corporation A of the shares of the amalgamated corporation will be $12,000 (the adjusted cost 
base to it of the shares of the predecessor corporations) and Corporation A can designate an 
additional amount be added to its cost of the shares of the amalgamated corporation. The 
additional amount would be $10,000 (the net tax cost of the assets of the amalgamated 
corporation in excess of the adjusted cost base to the parent of the shares of the predecessor 
corporations). In effect, the cost to Corporation A of the shares of the amalgamated corporation 
will reflect the cost of the shares of Corporation C to X, which Corporation A effectively acquires 
upon the amalgamation. 


Section 87(9)(a.4) provides that, for the purposes of section 87(9)(c), new shares include all the 
shares of the new corporation acquired by the parent on the merger. As a result, section 87(9)(c) 
applies to limit the cost to the parent of the new shares to be an amount equal to the adjusted cost 
base to the parent of any shares owned in a predecessor corporation plus, where the parent owns 
all the shares of the amalgamated corporation, an amount equal to the net assets of the 


amalgamated corporation at tax values.4®8 In the absence of section 87(9)(a.4), it would be 
possible to argue that the shares issued by the amalgamated corporation to the parent in 
consideration of it issuing its shares to former shareholders of the predecessor corporation were 
not "new shares" and, therefore, the cost to the parent of these shares was the fair market value 
of the shares issued by the parent. 


FOOTNOTES 


167 any tax-free zone in respect of the shares of a predecessor corporation will flow through to the 
shares of the parent issued and exchanged therefor: s. 26(21) of the ITAR. See the comments 
regarding ownership on December 31, 1971 at §7.3.8, with respect to s. 26(21) of the ITAR. 


1684. stated by the Department of Finance in its Technical Notes, dated June 19, 1992, "This change is 


necessary because the term 'new shares’, as provided by section 87(4), applies only to the shares of 
the new corporation acquired by the parent in exchange for its shares in the predecessor 
corporation. If enacted, the shares of the new corporation acquired by the parent as consideration 
for its shares issued to other shareholders of the predecessor corporation would be considered to be 
new shares as well." 
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7.5 Vertical Amalgamations 


Section 87(11) applies to a "vertical" amalgamation described in section 87(1.1)(a), that is, an 
amalgamation of a corporation and one or more "subsidiary wholly-owned corporation" of that 
parent corporation as defined in section 248(1).+©2 As noted in the discussion of section 87(1.1) at 
§7.1, such an amalgamation will qualify for the rules in section 87. Section 87(11) effectively 
allows such an amalgamation to be treated as if it were a winding-up governed by section 88(1), 
which effectively allows the amalgamated corporation to increase its cost in the properties 
received by it on the amalgamation from the subsidiary corporations pursuant to the "bump" 
rules contained in section 88 (and discussed in chapter 9). 


Section 87(11)(a) specifically provides (as discussed at §7.3.1 above) that the shares of the 
subsidiary are deemed to have been disposed of by the parent immediately before the 
amalgamation for proceeds determined under section 88(1)(b), that is, the greater of: (i) the 
lesser of the paid-up capital of the shares and the "bump room" determined under section 88(1) 
(d)(i); and (ii) the adjusted cost base to the parent of the shares. Section 87(11)(b) effects the 
"bump" by deeming the cost to the amalgamated corporation of each capital property of the 
subsidiary acquired on the amalgamation to be the amount that would have been the cost if the 
property had been distributed to the parent corporation on winding-up of the subsidiary subject 
to section 88(1). See the discussion at §9.2.2(a). 


FOOTNOTES 


169 The definition of subsidiary wholly-owned corporation in s. 87(1.4) does not apply for this purpose. 


2019 Thomson Reuters Canada Limited 
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7.6 Foreign Mergers 


Section 87(8) extends the tax-deferred rollover treatment generally accorded to 
shareholders of taxable Canadian corporations to taxpayers who hold shares of foreign 
corporations which merge or combine. It applies in respect of shares or options of a 
corporation which enters into a "foreign merger", as defined in section 87(8.1). A foreign 
merger is a merger or combination of two or more foreign corporations (each a "predecessor 
foreign corporation") to form a single non-resident corporate entity (the "new foreign 
corporation"). Since 1996 there is no requirement that the predecessor foreign corporations 
be resident in the same foreign jurisdiction. The merger must be accomplished such that, 
170 


without any distribution of property from one corporation to another on a winding-up:~~ 
(a) all or substantially all of the property of the predecessor foreign corporations 
becomes property of the new foreign corporation, excepting inter-corporate shares 
or receivables; 


(b) all or substantially of the liabilities of the predecessor foreign corporations 
become liabilities of the new foreign corporation, excepting inter-corporate 
liabilities; and 


(c) all or substantially all of the shares of the predecessor foreign corporations 
become or are exchanged for shares of the new foreign corporation, or of its parent 
foreign corporation (effectively, a foreign triangular amalgamation), excepting inter- 
corporate shareholdings. 


¢ the surviving corporation is deemed to be a new non-resident corporation formed 
by the merger (s. 87(8.2)(a) and (b)) 


¢ all of the property and liabilities of the survivor corporation immediately before the 
merger that are property and liabilities of the survivor corporation immediately after 
the merger are deemed to have become property or liabilities as a consequence of 
the merger (s. 87(8.2)(c) and (d)) 


¢ all of the shares of the survivor corporation outstanding immediately before the 
merger that are outstanding immediately after the merger are deemed to have 
become shares of the survivor corporation as a consequence of the merger (s. 
87(8.2)(e)) 


¢ all the shares of other predecessor corporations that ceased to exist on the merger 
are deemed to have been exchanged for shares of the survivor corporation as a 
consequence of the merger (s. 87(8.2)(f)) 


This ensures that such a merger will qualify as a foreign merger within the meaning of s. 


87(8.1).42 Where the merger is a foreign merger and the cancellation of a share occurs as 
part of the merger of the issuing corporation and the disposing corporation to form one 
corporate entity, paragraph (n) the definition of "disposition" in s. 248(1) deems the 
cancellation not to be a disposition. Clause (iii)(B) or paragraph (n) also requires that 
corporation disposing of the share receive no consideration other than property of the 
issuing corporation that becomes property of the new corporation on the merger.tZ2 

Section 87(8.2) applies both to upstream absorptive mergers (parent corporation is the 
surviving corporation) and downstream absorptive mergers (subsidiary corporation is the 
surviving corporation) .122 

Section 87(8.3) operates to prevent the use of s. 87(8) to circumvent the limitation on the 
tax-deferred rollover available on the disposition of a share of a foreign affiliate under s. 
85.1(3), contained in s. 85.1(4). It applies when the new foreign corporation is a foreign 
affiliated of the taxpayer, shares of the new foreign corporation are "excluded property" of 
another foreign affiliate of the taxpayer and the amalgamation or merger is part of a series 
of transactions that include a disposition of shares of the new foreign corporation to a 
person or partnership with whom the taxpayer was dealing at arm's length (other than a 
foreign affiliate in which the taxpayer has a qualifying interest). In that case, s. 87(8) will not 


apply. 


While ss. 87(8.2) and (8.3) deal with the consequences to the Canadian resident shareholder 
of the merging foreign corporation, ss. 87(8.4) and (8.5)474 deal with dispositions of taxable 
Canadian property ("TCP") by a merging corporation in an absorptive foreign merger. 
Section 87(8.4) provides that s. 87(8.5) will apply where: 


¢ There is a foreign merger of two or more predecessor foreign corporations 
resident in the same country and related (determined without reference to s. 251(5) 
(b)) 


¢ As a result of the merger, a predecessor corporation has disposed of TCP (other 
than treaty-related property) that is either a share, a partnership interest or an 
interest in a trust and the property becomes property of a new foreign corporation 


¢ No shareholder of a predecessor corporation (other than another predecessor) 
receives consideration for the property other than shares of the new foreign 
corporation 


¢ Where the property is a share or a trust interest, the corporation or trust is not 
subject to a loss restriction event in the previous 24 months as part of the 
transaction or series of transactions including the merger 


¢ The disposing corporation and new corporation jointly elect under s. 87(8.4) on or 
before the filing-due date of the disposing corporation 


Where s. 87(8.5) applies: 


¢ If the TCP is a partnership interest, the disposing corporation is deemed not to 


have disposed of it and the new corporation is deemed to have acquired it at a cost 
equal to its cost to the disposing corporation and is deemed to be the same 
corporation as, and a continuation of, the predecessor corporation 


¢ If the TCP is a share or trust interest, it is deemed to have been disposed of to the 
new corporation for proceeds of disposition equal to its adjusted cost base to the 
disposing corporation and the deemed proceeds of disposition to be the cost to the 
new corporation. 


The provisions do not appear to relieve the relevant corporations from complying with the 
provisions of s. 116. 


FOOTNOTES 


170 cee, for example, Keith v. R., 2004 CarswellNat 7200, 2004 CarswellNat 4489, [2005] 1 C.T.C. 
2607 (T.C.C. [Informal Procedure]), where the court found there should be an "elastic, not 
formulaic application" of the words. See also Keefe v. R., 2003 CarswellNat 5989, 2003 
CarswellNat 3667, [2004] 1 C.T.C. 3028, 2003 D.T.C. 1526 (T.C.C. [Informal Procedure]). 


171 see Technical Interpretation, CRA Document 2015-0550641E5, dated July 8, 2015. 


172.Where FA1, FA2 and FA3 merge in a single transaction, CRA has taken the position that 
paragraph (n) will not apply in respect of the shares of FA2 because FA1 receives, on the 
merger, property of both FA2 and FA3 and thus has received property other than property of 
the issuing corporation (i.e. FA2). See Technical Interpretation, CRA Document 2017- 
0709331E5, dated September 15, 2017 Presumably this issue can be avoided by having 
successive mergers of FA2 and FA3 to form FA2/3 and of FA1 and FA 2/3. 


173See Memorandum, CRA Document 2012-044937117, dated 4 March 2013. 


1748 ffective in respect of taxation years beginning after March 21, 2017. 


2019 Thomson Reuters Canada Limited 
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8.1 Capital Gains Strips: Section 55(2) 


As a general rule, Canadian corporations that receive dividends from other Canadian 
corporations must include the dividends in income but may deduct the dividends in 
computing taxable income. Thus, it is often said that intercorporate dividends are tax-free. 
One-half of any capital gain (a taxable capital gain) realized on the disposition of property is, 


however, generally subject to tax under the Act.4 Consequently, if a corporation could 
convert a capital gain on a share into an intercorporate dividend, the corporation would save 
or potentially eliminate the tax on the accrued capital gain. Consider the following 
examples: 


Example 8.1 


Assume that a taxable Canadian corporation (Seller) owns a non-depreciable capital property with an 
adjusted cost base of $100 and a fair market value of $500. Seller intends to sell that asset to another 
taxable Canadian corporation (Buyer). Seller and Buyer agree that Seller will transfer the property to 
Buyer in consideration for redeemable, retractable preference shares of Buyer with a 
redemption/retraction amount of $500. A section 85(1) election will be filed so that Seller defers the tax 
on the $400 gain. The stated capital of the preference shares is fixed at $100, the amount elected as the 


proceeds of disposition.2 On the day following the transfer, Seller retracts the Buyer preference shares 
and is paid $500 cash redemption proceeds by Buyer. 


Pursuant to section 84(3), Seller would be deemed to realize a dividend of $400 (that is the 
difference between the amount paid on redemption of the shares and their paid-up capital), 
would include that dividend in income pursuant to section 82(1) and would deduct that 
dividend in computing taxable income pursuant to section 112(1). The dividend would also 
be deducted in computing Seller's proceeds of disposition for the preference shares. Seller's 
proceeds of disposition and adjusted cost base would be $100 so Seller would not realize a 
capital gain. Thus, Seller would pay no tax as a result of the transactions. On the other hand, 
had Seller simply sold the asset to Buyer for $500, Seller would have realized a capital gain 
of $400 and a taxable capital gain of $200. Similarly, had it sold the preference shares, 
substituted for the asset, to a purchaser other than Buyer, it would have realized a capital 
gain of $400 and a taxable capital gain of $200. 


Example 8.2 


Assume that Seller owns all of the shares of a subsidiary (Sub) with an adjusted cost base of $500 and a 
fair market value of $1,500. Seller intends to sell the Sub shares to an arm's-length purchaser for cash 
equal to their fair market value. Prior to the sale, Seller causes Sub to borrow $1,000 to pay a cash 
dividend of $1,000 to Seller. Seller uses the cash to purchase shares from Sub for $1,000 increasing its 
adjusted cost base of the Sub shares to $1,500. Sub uses the subscription proceeds to repay the loan. 
Seller sells the shares to Buyer for $1,500. 


Seller would include the dividend in income pursuant to section 82(1) and deduct that 
dividend in computing taxable income pursuant to section 112(1). Because the adjusted cost 
base of the Sub shares has been increased to $1500, Seller realizes no gain on the sale. 
Seller would pay no tax as a result of the transactions. By way of contrast, had Seller simply 
sold the Sub shares for $1,500, it would have realized a capital gain of $1,000 and a taxable 
capital gain of $500. 


Transactions such as those described in Examples 8.1 and 8.2 are frequently described as 
capital gains strips and are viewed as inappropriate tax avoidance transactions. The element 
common to all capital gains strips is an intercorporate dividend that reflects an accrued gain 


on an asset and that is free of tax. 


The first version of section 55(2) was introduced in 1979 to counter these transactions. Its 
initial purpose, as described in the 1979 budget materials, was to preclude corporations 
from converting proceeds of disposition into an intercorporate dividend which is not taxable 


because of the deduction available under section 112(1):4 


A number of plans have been developed whereby, as a preliminary step to certain sales of shares, a 
corporate vendor extracts what are in substance sale proceeds in the form of tax-free incorporate 
dividends or deemed dividends to decrease the value—or increase the cost base—of the shares to the 
point where capital gains tax is avoided. These tax-free dividends frequently exceed the earnings of the 
corporation to be sold. Such excessive dividends are usually motivated only by the vendor's desire to 
reduce his exposure to capital gains tax. 


As a general rule, the objective of the tax law is that on most arm's-length and on certain non-arm's- 
length intercorporate share sales, a capital gain should arise at least to the extent that the sale proceeds 
reflect the unrealized and untaxed appreciation since 1971 in the value of the underlying assets. This 
objective will generally be achieved where tax-free dividends on shares are limited to post-1971 taxed 
retained earnings. 


Rules will be introduced to clarify the intention of the law in this respect. These rules will ensure that 
where it can reasonably be considered that one of the main purposes of a tax-free intercorporate dividend 
was to reduce the proceeds on a disposition of a share, the capital gain otherwise determined will be 
adjusted to reflect the extent to which aggregate tax-free dividends have exceeded post-1971 taxed 
retained earnings. 


While identifying the problem, this passage both acknowledges and accepts that dividends 
generally should be permitted to pass between taxable Canadian corporations without tax 
where the source of the dividends is income subjected to tax in the corporation that earned 
the income. 


The original version of section 55(2) remained largely unchanged for approximately 35 
years. It provided that where a corporation resident in Canada received a taxable dividend 
in respect of which it was entitled to a deduction under section 112(1), 112(2), or 138(6) as 
part of a transaction or event or series of transactions or events, one of the purposes of 
which (or, in the case of a dividend under section 84(3), one of the results of which) was to 
effect a significant reduction in the portion of the capital gain that, but for the dividend, 
would have been realized on a disposition at fair market value of any share immediately 
before the dividend, and that could reasonably be attributable to anything other than income 
earned or realized by any corporation after 1971 , and before the safe-income determination 
time) for the transaction, event or series, that dividend (other than the portion, if any, 
subject to Part IV tax not refunded as a consequence of the payment of a dividend to a 


corporation as part of the series): 


(a) was deemed not to be a dividend received by the corporation (old section 55(2) 


(a)); 


(b) where a corporation has disposed of the share, was deemed to be proceeds of 
disposition of the share (except to the extent that it was otherwise included in 
computing those proceeds) (old section 55(2)(b)); and 


(c) where a corporation had not disposed of the share, would be deemed to be a gain 
of the corporation from the disposition of a capital property in the year the dividend 
was received (old section 55(2)(c)). 


CRA had also stated that where section 55(2) applies, for purposes of determining the 
dividend recipient's capital dividend account, the resulting capital gain is added to the 
capital dividend account after the share is disposed of where section 55(2)(b) applies and, 
where section 55(2)(c) applies, only at the end of the year in which the dividend 


recharacterized as a capital gain is received. 


Like many anti-avoidance rules in the Act, old section 55(2) attempted to cover a broad 
range of circumstances. However, by its own terms it did not apply: 


(a) to the extent that the dividend was subject to Part IV tax that is not refunded as a 
consequence of the payment of a dividend to a corporation where the payment of 
that dividend is part of the series; 


(b) except to the extent that the dividend can reasonably be considered to be 
attributable to anything other than income earned or realized by any corporation 
after 1971 and before the safe-income determination time for the transaction, event 
or series; or 


(c) if there was no accrued gain on a share immediately before the dividend was 
paid. 


That old section 55(2) did not apply unless there was a share with an accrued gain was 
identified as a deficiency in old section 55(2). The 2015 federal budget materials contained 
the following statements explaining the need for the amendments: 


As noted, the anti-avoidance rule [section 55(2)] currently applies where a dividend significantly reduces 
the capital gain on any share. However, the same tax policy concern arises where dividends are paid ona 
share not to reduce a capital gain on that share but instead to cause the fair market value of the share to 
fall below its cost or a significant increase in the total cost of properties. In that case, the shareholder 
could attempt to use the unrealized loss created by the payment of the dividend to shelter an accrued 
capital gain in respect of other property. 


A recent decision of the Tax Court of Canada held that the current anti-avoidance rule [section 55(2)] did 
not apply in a case where the effect of a dividend ...was to create an unrealized capital loss on shares. The 
unrealized loss was then used to avoid capital gains tax otherwise payable on the sale of another property. 
These transactions can have an effect identical to transactions that directly reduce a capital gain. ...the 
Government is introducing specific legislative measures to ensure that the appropriate tax consequences 
apply. 


Accordingly, in the 2015 federal budget, substantial and significant® amendments to section 
55(2) were proposed with the objective of expanding the scope of this anti-avoidance rule. 
Some modifications were made between the amendments as originally proposed and those 
that were ultimately enacted in 2016 with effect in respect of dividends paid after April 20, 
2015. However, the new section 55(2) anti-avoidance rule has much broader scope both 
because of the narrowing of the exceptions and the addition of new tests for its application. 
Section 55(3) also contains important exceptions to section 55(2) that accommodate certain 
asset transfers within a related group and arm's length divisive reorganizations. These 
exemptions are discussed in detail at §8.3 and §8.4, respectively. 


Section 55(2) as amended in 2016 will apply where three conditions set out in section 
55(2.1) are satisfied; 


(a) a corporation resident in Canada receives a "relevant dividend" (as discussed at 
§8.1.1): section 55(2.1)(a); 


(b) a purpose test in respect of the payment or receipt of the dividend is met 
(discussed in §8.1.2): section 55(2.1)(b); and 


(c) the dividend exceeds the "safe income" relevant to the share on which the 
dividend is paid (discussed at §8.1.3): section 55(2.1)(c). 


Section 55(2) will not apply in respect of a dividend where the dividend has been subject to 
Part IV tax and that tax has not been refunded as part of the series of transactions (discussed 
in §8.1.4). 


FOOTNOTES 


JR 


There are certain exceptions such as capital gains realized on a disposition of a principal 
residence (as defined in s. 54) in circumstances described in s. 40(2)(b) and certain dispositions 
by way of qualified gifts to a qualified donee (see ss. 149.1(1) and 38(a.1)). 


INN 


In some circumstances, the corporate statutes permit the corporation to add to stated capital 
less than the full amount of the consideration received for the shares. For example, see s. 26(3) 
of the CBCA and s. 24(3)(a) of the OBCA. Even if the stated capital was not fixed at $100, by 
virtue of s. 85(2.1), the paid-up capital would be limited to $100. See §3.6.3. 


|uo 


The dividend may represent a capital gain, an income gain (e.g., recapture of capital cost 
allowance) or some combination of the two. 


[eS 


A deduction in respect of dividends is also permitted under s. 112(2) (in respect of dividends 
paid by certain non-resident corporations other than foreign affiliates) and s. 138(6) (in respect 


Jon 


ID 


of certain dividends received by a life insurer as defined in s. 248(1)). Section 55(2) may also 
apply to dividends deductible under those provisions. 


See APFF Conference 2011, CRA Document 2011-0412131C6, Q. 29, dated October 7, 2011. 


The amendments enacted went well beyond the particular "mischief" in the case referred to in 
the budget notes, D & D Livestock Ltd. v. R., 2013 CarswellNat 3926, 2013 CarswellNat 5580, 
[2014] 1 C.T.C. 2147, 2013 D.T.C. 1251 (Eng.) (T.C.C. [General Procedure]). 
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8.1.1 Relevant Dividends: Section 55(2.1)(a) 


Section 55(2) only applies to taxable dividendsZ and thus will not apply to capital dividends 
(see section 83), It will apply to stock dividends subject to special rules in sections 55 (2.2) to 
(2.4) discussed at §8.1.5. Moreover, only a taxable dividend received by a corporation 


resident in Canada that is deductible under section 112(1), 112(2),8 or 138(6) (relevant only 
to life insurers) may be subject to section 55(2). Section 112(1) permits a corporation that 


has received a dividend from a taxable Canadian corporation, or from a corporation resident 


in Canada (other than a non-resident-owned investment corporation? or a corporation 


exempt from Part I tax) controlled by the corporation receiving the dividend, to deduct the 
dividend in computing taxable income. 


The intercorporate dividend deduction contained in these provisions may not be available in 
respect of a particular dividend. For example, sections 112(2.1) to (2.9) contain rules that 
will preclude the deduction in certain circumstances. For example, a "specified financial 
institution" is generally precluded from deducting a dividend received on a "term preferred 
share."!2 The application of these provisions extends to circumstances in which the 
corporation is a beneficiary of a trust or member of a partnership that receives a dividend. 
See sections 96(1)(f) and 104(19). In such circumstances, the dividend is taxed as ordinary 
income and section 55(2) will not be relevant. 


FOOTNOTES 


IN 


See s. 89(1) for the definition of taxable dividend and s. 248(1) for the definition of dividend. 


Certain dividends from non-resident corporations that are not foreign affiliates, but are taxable 
in Canada under s. 2(3) and have, since 1971, carried on business in Canada through a 
permanent establishment, are deductible under s. 112(2). 


|wo 


This is a largely obsolete concept. No corporation may qualify as a non-resident-owned 
investment corporation in any taxation year beginning after 2002. See s. 133(8). 


10S¢¢ sg, 248(1) for the definitions of "specified financial institution" and "term preferred share" 
and s. 112(2.1) for the relevant rule. 
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8.1.2 Purpose of a Transaction or Series of Transactions: Section 55(2.1)(b) 
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(a) The Purpose Test 


Prior to 2016, the application of section 55(2) to a deductible taxable dividend depended, in 
part, on whether the dividend was a deemed dividend under section 84(3) or another type of 
dividend—whether actual or deemed. In the case of a dividend other than a section 84(3) 
deemed dividend, the purpose of the transaction or event or series of transactions or events 
that includes the dividend was determinative: if one of the purposes of the transaction or 
series of transactions that includes the dividend is the significant reduction of a capital gain 
that would have been realized had a share been disposed of at fair market value immediately 
before the dividend, section 55(2) would potentially apply to the dividend. Where the 
dividend was a deemed dividend arising under section 84(3), section 55(2) potentially 
applied if the result of the dividend was such a reduction of capital gain. This provision is 
now contained in section 55(2.1)(b)/(i). 


A transaction or series of transactions may have more than one purpose. Section 55(2.1) 
does not require that the sole purpose of the transaction or series be a significant reduction 
of a capital gain—only that that is one of the purposes. 


The jurisprudence considering section 55(2) found that it used the term "purpose" in the 
subjective, not objective sense. However, the onus of establishing that the purpose was not 
to reduce a capital gain rests with the taxpayer. That is, where a transaction or series of 
transactions has the effect of reducing a capital gain, the minister may properly infer that 
too was its purpose. The taxpayer must rebut that inference by offering a persuasive 
explanation of the purpose of the transaction that is neither unreasonable nor improbable 
and that establishes that none of the purposes is to effect a significant reduction of the 
capital gain.1! For example, in CPL. Holdings Ltd. v. R.,42 the Court considered a series of 
transactions that included a rollover of shares of an operating company into a holding 
company followed by payment of a dividend to the holding company which loaned the 
dividend proceeds back to the operating company. The Court accepted that the purpose of 
the transactions was to make the holding company (shareholder) a secured creditor rather 
than to reduce a capital gain. 


Where the dividend is a deemed dividend under section 84(3), it is the result, not the 
purpose, of the transaction or event or series of transactions or events that includes the 
dividend that is relevant. If the result is a significant reduction in the capital gain that would 
have been realized had a share been disposed of at fair market value immediately before the 
deemed dividend, the dividend might be subject to section 55(2), regardless of the purpose 
of the transaction or series. The result test was clearly objective and the inclusion of an 


objective test in the same provision may have influenced the court's characterization of the 
purpose test as subjective. 


The 2016 amendment added two additional circumstances in which section 55(2) could 
apply, where the purpose of either the payment or receipt of a dividend is to significantly 
reduce the fair market value of any share (section 55(2.1)(b)(ii)(A)) or to significantly 
increase the cost of property of the recipient corporation (section 55(2)(2.1)(b)(ii)(B)). 
Neither Clause (A) nor (B) contains a result test. 


Subsequent to the decision in Placer Dome, the Supreme Court of Canada has considered 
the meaning of the term "purpose" in other sections of the Act. In Ludco Enterprises et al v. 


The Queen,!3 the Court stated that: 


"In the interpretation of the Act, as in other areas of the law, where purpose or intentions 
behind actions is to be ascertained, courts should objectively determine the nature of the 
purpose, guided by both subjective and objective manifestations of purpose..." 


It is not clear that, in practice, this test is materially different from the test applied by the 
Federal Court of Appeal in Placer Dome — regardless of the initial onus, the court will 
consider both objective and subjective evidence in making its determination. The presence 
of an alternate results test in former section 55(2) may have led the Federal Court of Appeal 
to emphasize a distinction between a subjective and an objective analysis. There is now no 
results test in clauses (A) or (B), which further reduces the likelihood of a court applying a 
more subjective test. 


CRA has taken the position that the appropriate test for both subparagraphs 55(2.1)(b)(i) 
and (ii) is that enunciated by the Supreme Court in Ludco and other cases.14 


FOOTNOTES 


11¢¢¢ Placer Dome Inc. v. R., 1996 CarswellNat 2099, 1996 CarswellNat 2673, [1997] 1 C.T.C. 72, 
(sub nom. R. v. Placer Dome Inc.) 96 D.T.C. 6562 (Fed. C.A.). See also Meager Creek Holdings 
Ltd. v. R., 1998 CarswellNat 1595, 1998 CarswellNat 3686, [1998] 4 C.T.C. 2090, 98 D.T.C. 2073 
(T.C.C.). 


12c pr. Holdings Ltd. v. R., 1995 CarswellNat 282, (sub nom. C.PL. Holdings Ltd. v. Canada) 


[1995] 1 C.T.C. 447, 95 D.T.C. 5253 (Fed. T.D.). 
137 udco Enterprises et al v. The Queen, 55 D.T.C. 5505 at p. 5514. 


14See Q3, CTF Conference 2017, CRA Document 2017-0724021C6, dated January 31, 2018. 
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(b) Reduction of the Fair Market Value of a Share: Section 55(2.1)(b) (ii) (A) 


The purpose test in section 55(2.1)(b)(ii)(A) applies where the one of the purposes of either 


the payment or receipt of a dividend on a share held as capital property is to significantly!2 
reduce the fair market value of any share. It does not apply where the dividend is received 
on the redemption, acquisition or cancellation of a share by the issuing corporation to which 
sections 84(2) or (3) apply. 


The 2015 Budget papers illustrate the operation of the test in section 55(2.1)(b)(ii)(A) with 
the following example: 


Example 8.3 


Seller owns all of the shares of Sub which have a fair market value of $1 million and an adjusted cost base 
of $1 million. Seller contributes $1 million of cash to Sub in return for additional shares with the result 
that Seller's shares of Sub have a fair market value of $2 million and an adjusted cost base of $2 million. If 
Sub uses its $1 million of cash to pay Seller a tax-deductible dividend of $1 million, the fair market value 
of Seller's shares of Sub is reduced to $1 million although their adjusted cost base remains at $2 million. 
At this point, Seller has an unrealized capital loss of $1 million on Sub's shares. If Seller transfers an asset 
having a fair market value and unrealized capital gain of $1 million to Sub on a tax-deferred basis, Seller 
could then sell its shares of Sub for $2 million and take the position that there is no gain because the 
adjusted cost base of those shares is also $2 million. 


In this example, the cash dividend did not reduce a capital gain that would otherwise have 
been realized on a disposition on a share immediately before the dividend, and accordingly 
the former version of section 55(2) would not have applied. The purpose of the payment of 
the dividend, in the course of the series of transactions, is to reduce the fair market value of 
the Subco shares and to receive the fair market value of the asset transferred to Subco 
without the realization of a capital gain. 


For the purposes of section 55(2.1)(b)(ii)(A), section 55(2.5) provides that whether a 
dividend causes a reduction in the fair market value of a share is to be determined as if the 
fair market value of the share immediately before the receipt of the dividend is increased by 
the fair market value of the dividend exceeds the fair market value of the share. The 
Technical Notes to section 55(2.5) provide the following example of the operation of section 
55(2.5): 


Example 8.4 


Corporation A owns all the shares of Corporation B, which have a fair market value of $0. Corporation B 
borrows $2 million to pay a $2 million dividend to Corporation A. The fair market value of the shares of 


Corporation B remain at $0 after the payment of the $2 million dividend. Therefore the dividend has not 
reduced the fair market value of the shares of Corporation B. 


The fair market value of the dividend exceeds the fair market value of the shares by $2 million. 
Section 55(2.5) requires that the fair market value of the shares of Corporation B be increased by $2 


million before the dividend. Consequently, the reduction of the fair market value of the shares is 
considered to be $2 million as opposed to $0. 


FOOTNOTES 


15cCRA has set out its view that whether a reduction of value is significant is a question of fact and 
could be measured in terms of an absolute dollar amount or on a percentage basis. See CTF 
Conference, Round Table, Q. 6(a), CRA Document 2015-061651C6, dated January 29, 2016. 
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(c) Increase in the Cost of Property: Section 55(2.1) (b) (ii) (B) 


The purpose test in section 55(2.1)(b)(ii)(B) applies where one of the purpose of either the 
payment or receipt of a dividend on a share held as capital property is to significantly 
increase the cost of property so as to significantly increase the total of the cost amounts of 
all property of the recipient corporation immediately after payment of the dividend from 
their total immediately before the dividend is paid. 


The operation of the test in section 55(2.1)(b)(ii)(B) can also be illustrated by Example 8.3: 
when Sub pays the $1 million cash dividend to Seller, the total cost amount of all property of 
Seller has increased by $1 million. It can be said that the purpose of the series of 
transactions of which the payment and receipt of the dividend is a part, includes the 
increase in the adjusted cost base of the Subco shares. CRA has indicated that cash is 
considered property for purposes of section 55(2.1)(b)(ii)(B), providing the following 
commentary on this provision: 


The scheme of subsection 55(2), amongst other objectives, is to preserve the integrity of the corporate 
tax system by prompting an inclusion in income where there is an increase in the cost of property of the 
dividend recipient when such increase in cost has not been taxed in the hands of the dividend payer or the 
dividend recipient and when a purpose of effecting such increase exists. Such inclusion results from the 
recharacterization of the dividend as proceeds of disposition or as a capital gain. 


The concept of cost and subsection 55(2) share the objective of preventing the duplication of corporate 
tax while ensuring that tax is paid on an amount of cash or other property received in the form of a 
dividend, where such dividend is not supported by income that was subject to tax in the hands of the 
dividend payer. The scheme of the Act generally does not allow for an increase in cost where no tax is paid 
on the corresponding gain. For example, if a corporate shareholder transfers a property it owns (other 
than shares of the corporation) to the corporation or to another person, a taxable gain will be realized if 
the cost amount of the consideration received on the transfer is greater than the cost amount of the 
property transferred. Thus, there is a lack of tax integration where a corporate shareholder receives a 
property on a payment of a dividend that is not taxable but the cost of the property received is greater 
than the amount on which tax is paid by either the dividend payer or the corporate shareholder.1& 


The 2016 amendments to section 55(2) have introduced a potentially significant degree of 
uncertainty in respect of what had been considered normal and acceptable transactions. 
CRA has attempted to ameliorate that situation somewhat by agreeing to issue advance tax 
rulings in respect of transactions engaging section 55(2) (notwithstanding its long-standing 
policy of not ruling on questions of fact) providing that the surrounding facts and 
circumstances are fully disclosed and are consistent with the relevant purpose test and the 


taxpayer represents that the purpose test has been satisfied.1Z 


CRA has also indicated that in-house loss consolidation transactions which have been the 
subject of previous favourable rulings and designed to move losses between related or 


affiliated corporations,2 and that certain asset protection and creditor proofing 


transactions? will satisfy the section 55(2.1) purpose tests.22 and that section 55(2) would 
not normally apply to a well-established dividend policy, whether by a public or private 
corporation.24 Given the broad scope of section 55(2) however, and ever-present degree of 
uncertainty inherent in these purpose tests, prudent taxpayers may well wish to obtain 
written comfort from CRA before engaging in particular transactions. 


FOOTNOTES 


165016 CTF Conference, Q. 8, CRA Document 2016-067501C6, dated November 25, 2016. 


17 canadian Tax Foundation, Technical Seminar: "Recent Developments in the Taxation of Private 
Corporations", Ottawa, June 8, 2016. 


185 6(b), CTF Conference 2015, CRA Document 2015-0610671C6, dated January 29, 2016. 
1977, CRA Document 2015-0617731E5, dated February 12, 2016. 
200 6(b), CTF Conference 2015, CRA Document 2015-0610671C6, dated January 29, 2016. 


21cTF Technical Seminar: Recent Developments in the Taxation of Corporations, June 8, 2016. 
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8.1.3 Stock Dividends 


Section 248(1) generally defines the "amount" of a stock dividend to be the amount by which 
the paid-up capital of the issuing corporation is increased by the payment of the dividend. 
For the purposes of applying sections 55(2) and 55(2.1), section 55(2.2) provides that the 
amount of the stock dividend (and the amount of the related intercorporate dividend 
deduction) is the greater of the paid-up capital increase and the fair market value of the 
shares issued. Consequently the purpose tests in section 55(2.1)(b) will be applied in respect 
of a larger amount where the paid-up capital of the dividend stock has been suppressed. 
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8.1.4 Part IV Tax Exception 


Private corporations (see section 89(1)) and subject corporations (see section 186(3)) are 
liable to a refundable tax under Part IV of the Act on assessable dividends (see section 
186(3)) received from corporations not connected with the corporate recipient (see section 
186(4)) and on certain assessable dividends received from connected corporations. This tax 
is refunded when the corporation that paid the tax itself pays dividends. Like section 55(2), 
Part IV tax is an exception to the principle that intercorporate dividends are tax-free but, as 
a refundable tax, it operates as an anti-deferral measure. 


The exception from section 55(2) for dividends subject to Part IV tax is perhaps the least 
complicated of all of the exceptions: a dividend subject to Part IV tax will not be subject to 
section 55(2) except to the extent, if any, that the Part IV tax is refunded as a consequence of 
the payment of a dividend by a corporation as part of the series that included receipt of the 


dividend giving rise to Part IV tax.22 


Where a taxable dividend is paid to another corporation, the dividend typically will not be 
subject to tax because of the deduction for intercorporate dividends.22 Where a taxable 
dividend is paid to a shareholder other than a corporation, the shareholder typically will be 
liable to tax on that dividend.24 The exception in section 55(2) for dividends subject to Part 
IV tax is framed in this context. 


If the dividend is subject to Part IV tax, currently levied at 381/3% of the dividend, then, as a 
policy matter, treating the dividend as a capital gain pursuant to section 55(2) is not viewed 
as necessary. Some tax has been paid on account of the dividend, albeit a refundable tax. 
Where that tax is refunded as part of the series that includes receipt of the dividend by 
payment of a dividend by a corporation, Part IV tax is not effective as an anti-deferral 
measure, and therefore the Part IV tax exception to section 55(2) is lost. It is not relevant 
whether the recipient of the dividend is another corporation which is itself liable to Part IV 
tax and entitled to the section 112(1) deduction for the dividend or is resident in Canada or 
is an individual or a trust subject to payment of tax on the dividend. 


Perhaps the most difficult issue is determining whether the dividend giving rise to the Part 
IV tax refund is part of the series of transactions described in section 55(2). Although used 
extensively in section 55, and throughout the Act, the phrase "series of transactions" is not 
explicitly defined in the Act except to the extent that it is broadened by section 248(10). 
Determining where a series begins and where it ends is often one of the most challenging 
aspects of section 55. See §8.2.2(b) for a discussion of the meaning to be given to the phrase 
"series of transactions." 


The words in section 55(2) require that the dividend be subject to Part IV tax. Part IV tax 
liability may be reduced by one-third of the corporation's non-capital losses or farm losses 
(section 186(1)(c)). Where a corporation chooses to reduce its Part IV tax liability by 
deducting losses, the dividend will not be subject to Part IV tax and thus the exception in 
section 55(2) for dividends subject to Part IV tax would not be available. A corporation that 
in a particular taxation year receives more than one assessable dividend, only one of which 
is potentially subject to section 55(2), may choose to eliminate only part of its Part IV tax 
liability by deducting losses. In such circumstances, on the basis of the Canutilities Holdings 
case,22 it would appear open to the corporation to choose which of the assessable dividends 
are to be considered subject to Part IV tax. 


Although section 55(2) applies to deem a dividend to be a capital gain, it does not affect the 
operation of Part IV nor does it enable the recipient of a dividend which has been subject to 
the operation of section 55(2) (that is, a dividend giving rise to a dividend refund) to treat it 
as giving rise to an addition to the capital dividend account in part instead and enabling it to 


pay a Capital dividend in part instead (thus reducing its dividend refund and Part IV tax).26 


Part IV tax is refunded either because the minister chooses to refund it, without application, 
on mailing the notice of assessment for the taxation year in which dividends giving rise to 
the refund are paid (section 129(1)(a)) or because the taxpayer applies for a refund after the 
mailing of the notice of assessment for such taxation year and before expiry of the time when 
the minister could reassess tax for that year under section 152(4) if it were read without 
reference to section 152(4)(a) (section 129(1)(b)). In the absence of an application, the 
minister has no obligation to refund the tax, although the minister may choose to do so. The 
words in section 55(2) require that a refund of Part IV tax actually be obtained as a 
consequence of a payment of a dividend if the exception in section 55(2) is to be rendered 
unavailable. Section 55(2) will not apply to a dividend merely because had the taxpayer paid 
Part IV tax on the dividend, that tax would have been refunded as a result of a dividend paid 


to its shareholder.2Z 


FOOTNOTES 


22560, for example, Interpretation, CRA Document 2017-0714971 dated March 14, 2018. 


23 This is not universally true. The corporation that receives the dividend may not be entitled to 


the deduction (for example, because of the rules in ss. 112(2.1) to (2.9)) or may be a non- 
resident corporation liable to withholding tax. Moreover, the recipient corporation may itself be 
liable to Part IV tax. 


24a gain, this is not universally true. A tax-exempt trust would not be liable to tax. 


25 Supra note 14. 
26 See Q4, CTF Conference 2017, CRA Document 2016-0671491C6. dated January 27, 2017. 


27 See Ottawa Air Cargo Centre Ltd. v. R., 2007 CarswellNat 869, 2007 CarswellNat 6087, [2007] 
3 C.T.C. 2577, 2007 D.T.C. 661 (Eng.) (T-C.C. [General Procedure]), affirmed 2008 CarswellNat 
5294, 2008 CarswellNat 335, [2008] 3 C.T.C. 34, 2008 D.T.C. 6177 (Eng.) (F.C.A.).The Part IV tax 
must be paid and not refunded in order to avoid the application of section 55(2). See Q4, CTF 
Conference 2016, CRA Document 2016-0671491C6, dated January 27,2017 and Q6, CTF 
Conference 2017, CRA Document 2017-0724071C6, dated January 31, 2018. In the latter, CRA 
also stated that a series of circular transactions designed to convert the dividend to a capital 
gain and thereby reduce the taxable portion of the dividend to the amount required to generate 
the refund flowing from the RDTOH generated by the gain would not satisfy the legislative 
requirement. 
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8.1.5 Safe Income Exception: Section 55(2.1)(c) 


Section 55(2) will not apply to a dividend unless the portion of the gain that is reduced can 
reasonably be attributable to anything other than income earned or realized by any 
corporation after 1971 and before the safe-income determination time (see §8.1.5(c)) for the 
transaction, event or series that includes payment of the dividend. Income earned or 
realized by any corporation after 1971 and before the safe-income determination time is 
typically referred to as "safe income." 


Thus, it is acceptable to extract the portion of the gain on shares attributable to 
undistributed earnings in the form of a tax-free intercorporate dividend. This exception is 
consistent with the principle that dividends paid by a corporation out of after-tax earnings 
should not be subject to tax again where the recipient is itself a corporation resident in 
Canada22 but additional tax may be levied on those earnings when they are paid as 
dividends to shareholders other than corporations. 


"Income earned or realized by a corporation for a period" is deemed to be "its income for the 
period otherwise determined," subject only to the specific adjustments provided for in 
sections 55(5)(b) and (c).22 Thus, income earned or realized by a corporation is income 
determined under section 3, i.e., income determined pursuant to the provisions of Division B 
in Part I. The only adjustments are those specifically referred to in sections 55(5)(b), (c), and 
(jae 


However, only income earned or realized that remains on hand immediately before the 
dividend can contribute to the gain on the shares; it is generally considered to contribute to 
the gain on a dollar-for-dollar basis.24+ To compute safe income on hand, income is adjusted 
by deducting dividends and taxes paid in the period and certain non-deductible cash outlays 
funded from income as well as by any adjustments required by section 55(5). Thus, if a 
corporation has earned after-tax income of $1,000 but has paid dividends of $300, only $700 
of the income remains on hand. If the corporation uses an additional $200 of its earnings to 
pay an expense that is not deductible in computing income (and so does not reduce income 
and thereby reduce safe income), nonetheless the income on hand will be reduced to $500. 


Where a corporation is a member of a partnership, and the partnership fiscal period differs 
from the corporation's taxation year, the corporation's share of the partnership income fora 
particular fiscal period is included in the corporation's income in the taxation year in which 
the fiscal period ends pursuant to sections 3 and 96. For example, if a corporation that has a 
calendar taxation year is a member of a partnership with a July 1 to June 30 fiscal period, in 
computing its income for its 2018 taxation year, for example, the corporation would include 


its share of the partnership income for the fiscal period ending June 30, 2018 but nothing in 


respect of the period from July 1, 2018 to December 31, 2018.22 If the safe-income 
determination time for a particular dividend is December 31, 2018, the question to be 
answered is whether the corporation would include any amount in respect of its share of the 
partnership income for the period July 1, 208 to December 31, 2018. 


When asked, CRA stated that the safe income on hand would include the results of the 


partnership for the stub period.22 In policy terms, this interpretation provides the 
appropriate result: if the shares of the corporation were being disposed of on January 1, 209, 
the income earned by the partnership between July 1, 2018 and December 31, 2018 
presumably would contribute to the gain on the shares — that is, in valuing the shares, the 
seller and buyer would presumably take into account the accrued income of the partnership 


for that stub period.34 


Under section 34.2, a corporation with a significant interest22 in a partnership is required to 


include in income its adjusted stub period accrual2® in respect of a partnership in any 
taxation year in which a fiscal period of the partnership ends and another fiscal period of the 
partnership begins where, at the end of the taxation year, the corporation is entitled to a 
share of the income, loss, taxable capital gain, or allowable capital loss of the partnership for 


the second fiscal period.22 Thus, such a corporation will, under the provisions of the Act, be 
required to include an amount in income in respect of the stub period and therefore such 
amount would be included in safe income. The starting point for determining the adjusted 
stub period accrual is the corporation's share of the partnership income for the fiscal period 
ending in the taxation year and such amount is treated as income with the same character as 
the income earned in that prior fiscal period. Thus, the amount included in income may be 
more or less than the corporation's actual share of the partnership income for the stub 
period. Moreover, the actual share may be of a different character. Nonetheless, the 
adjusted stub period accrual will be included in income and thus in safe income. 


The Federal Court of Appeal in Kruco Inc. v. R.22 endorsed the following passage from the 
Tax Court as correctly identifying the intent of section 55(2): 


The intent of subsection 55(2) is to permit a tax-free, intercorporate dividend to be paid to reduce a 
potential capital gain to the extent that the gain is attributable to the retention of post-1971 income. 
Conversely, it is intended to block a dividend payment that goes beyond this amount to reduce capital 
gains attributable to anything other than retained post-1971 income. There is an implicit assumption that 
one can determine the portion of any gain arising on the sale of the shares that is attributable to the 
retention of post-1971 income and the portion that is attributable to something else. The assumption 
appears to be that each dollar of retained post-1971 income will yield an equivalent dollar increase in the 
value of the shares in question and that a gain in excess of that amount must necessarily be attributable 
to something else. 


[Emphasis added by the FCA.] 


Prior to the 2016 amendments, CRA interpreted section 55(2) as requiring that no part of 
the dividend exceed the safe income on hand (or SIOH), although it generally assessed on 
the basis that section 55(2) only applied to the portion of the dividend in excess of SIOH.32 
Section 55(5)(f) as amended in 2016 now deems a dividend in excess of SIOH to be two 
separate dividends, one equal to SIOH and the other equal to the excess. See the discussion 


of section 55(5)(f) at 8.1.5(b). 


A single dividend may be both subject to Part IV tax and not in excess of safe income.42 In 
such case it does not matter which exception from section 55(2) the taxpayer relies upon. 
However, while these exceptions may coincide, they cannot be added to each other. That is, 
where a taxpayer is subject to Part IV tax on only part of a dividend received (because the 
dividend payer is a connected corporation that receives a dividend refund by paying the 
dividend), the taxpayer cannot divide the dividend into two and separately take advantage of 
the safe income and Part IV tax exceptions. The first dollar of dividend will both be out of 
safe income and subject to Part IV tax so that the exception is really the greater of the 


portion of the dividend out of safe income and the portion of the dividend subject to Part IV 


tax that is not refunded as part of the series.44 


FOOTNOTES 


28There are certain exceptions of course, such as where the dividend recipient is liable to Part IV.I 


tax or is not entitled to the s.112(1) deduction in respect of the dividend. 
29 . 
Kruco, infra note 28. 


30s¢¢@ 454538 Ontario Ltd. v. Minister of National Revenue, 1993 CarswellNat 911, [1993] 1 C.T.C. 
2746, 93 D.T.C. 427 (T.C.C.). 


31se¢ John R. Robertson, "Capital Gains Strips: A Revenue Canada Perspective on the Provisions 
of Section 55" in Report of Proceedings of the Thirty-Third Tax Conference, 1981 Conference 
Report (Toronto: Canadian Tax Foundation, 1982), 81-109, at p. 83 as endorsed in Gestion Jean- 
Paul Champagne Inc. c. Ministre du _Revenu national, 1995 CarswellNat 1465, 1995 
CarswellNat_ 2040, (sub nom. Gestion Jean-Paul Champagne Inc. v. Minister of National 
Revenue) [1996] 2 C.T.C. 2537, 97 D.T.C. 155 (T.C.C.); Brelco Drilling, infra note 32. Kruco, infra 
note 28 and Income Tax Technical News No. 37, dated February 15, 2008. 


32Section 34.2, introduced as a result of the 2011 Federal Budget and effective for taxation years 
ending after March 22, 2011, requires a corporation to include an amount in income in respect 
of such a stub period where the corporation has a significant interest in the partnership. The 
amount to be included is based on the corporation's share of partnership income for the fiscal 
period ending in the taxation year. As a result, at least where the corporation has a significant 
interest in the partnership, this issue is now expressly addressed by the Act. 


33566 CRA Document 2007-0243151C6, dated October 5, 2005. 


34presumably reduced by the tax that would be payable on such earnings. 
35see s, 34.2(1). 

3666 s. 34.2(1) for a definition of adjusted stub period accrual. 

37 See s. 34.2(2). 


38 Kruco Inc. v._ R., 2001 CarswellNat 1600, 2001 CarswellNat 1601, [2001] 4 C.T.C. 2053, 2001 
D.T.C. 668 (T.C.C. [General Procedure]), affirmed 2003 CarswellNat 1810, 2003 CarswellNat 
3235, [2003] 4 C.T.C. 185, (sub nom. R. v. Kruco Inc.) 2003 D.T.C. 5506 (Fed. C.A.). 


39That is, if a $1,000 dividend is paid at a time when there is only $750 of SIOH, section 


55(2)would apply to the entire dividend, not just the $250 in excess of SIOH. The basis of CRA's 
position was that the words "that could reasonably be attributable to anything other than 
income earned or realized by any corporation" in section 55(2) modify "a significant reduction in 
the portion of the capital gain that, but for the dividend, would have been realized" on a 
disposition of the share. 


20Chapter 12 addresses in detail the rules associated with the introduction of the preferential tax 
treatment of eligible dividends (see s. 89(1)). CRA has issued a number of comments on the 
interaction of s. 55(2), safe income and eligible dividends. See, for example, Technical 
Interpretation, CRA Document 2008-0271401E5, dated December 23, 2008 and STEP 
Roundtable Q. 13, CRA Document 2007-0233771C6, dated June 8 2007. 


41 cee 943963 Ontario Inc. v. R., 1999 CarswellNat 3961, 1999 CarswellNat 1032, [1999] 4 C.T.C. 
2119, 99 D.T.C. 802 (T.C.C. [General Procedure]). 
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8 — CAPITAL GAINS STRIPS AND DIVISIVE REORGANIZATIONS 
8.1 Capital Gains Strips: Section 55(2) 
8.1.5 Safe Income Exception: Section 55(2.1)(c) 
(a) Income Earned or Realized after 1971 and before the Safe-Income Determination 
Time 


(a) Income Earned or Realized after 1971 and before the Safe-Income Determination 
Time 


In determining whether the safe income exception is available, it is necessary to identify the 
amount of the accrued gain on the share immediately before the dividend is paid and what 
portion of that gain, if any, is attributable to income earned or realized by any corporation after 
1971 and before the safe-income determination time for the transaction, event or series of 
transactions or events that includes receipt of that dividend. In very simple terms, this 
language is interpreted as meaning that a shareholder's safe income will be its share of the 
corporation's earnings earned during the shareholder's holding period for the shares but such 
earnings can contribute to the gain only to the extent that they remain on hand. 


Although safe income and SIOH are fundamental concepts in section 55, the Act contains few 
rules regarding their computation and few cases have addressed safe income computation 
issues.42 Consequently, CRA has had to adopt a number of interpretations addressing specific 
issues, typically in response to a particular concern being raised with CRA. There is no 
comprehensive guide to all of CRA's guidelines and issues not previously addressed by CRA do 
arise periodically. 


Although sections 55(5)(b) to (d) contain the complete code for determining income earned or 
realized by a corporation (or safe income) and no adjustments other than those specified in 
those provisions may be made, it will not always be reasonable to say that a shareholder's gain 
on a share is attributable to income earned or realized to the extent of the shareholder's share 
of that income. To contribute to a gain, the income must not only be earned or realized but it 
must be on hand.43 Safe income on hand is a net calculation which begins with income earned 
or realized as determined in accordance with section 55(5). However, to the extent the 
corporation has paid income taxes, dividends, or expenses that are not deductible in computing 
income, it has expended part of its safe income and thus, to that extent, the safe income can no 
longer be said to contribute to the gain on the share. To the extent safe income is used to 
acquire a capital asset, there is no effect on safe income: the gain on the share is not affected by 
the nature of the asset (cash or capital asset).44 To the extent it is used to fund a deductible 
expense in computing income, the safe income will be reduced because of the deduction of the 
expense. Safe income on hand must be calculated based on the facts of each particular case 
which "necessitates sorting through all the factors which are alleged to affect safe income on 
hand" and in each case evidence must be presented regarding the factors that do or do not 


reduce safe income on hand.42 


As a general rule, only income earned during the shareholder's holding period is included in 


safe income, the assumption being that any income earned prior to the shareholder acquiring 
the share that remains on hand will be reflected in the cost of the share to the shareholder— 
that is, where the price paid for a share is its fair market value, that value reflects the 
undistributed income at that time and any gain that accrues subsequently cannot be 
attributable to that income. Typically the holding period for a share will include at least two 
stub periods: in the year the share is acquired, the part of the taxation year of the corporation 
that follows the date of acquisition and, in the year the share is disposed of, the part of the 
taxation year of the corporation that precedes the date of disposition.4© 


Moreover, a shareholder's percentage interest in a corporation may change during a particular 


year even when the number of shares owned by that shareholder does not change.*2 In many 
cases, a shareholder will only be able to estimate its share of safe income during a particular 
period. 


Because income earned by any corporation can contribute to a gain, the safe income and SIOH 
are determined on a consolidated basis. This principle may be illustrated as follows: 


Example 8.5 


Assume X Corporation acquired 100 shares of Investco for $100,000, their fair market value, on December 
31, 2015. At that time the shares represented a 5% interest in Investco. Investco has a wholly-owned 
subsidiary, Subco. Investco's unconsolidated after-tax earnings in 2016, 2017 and 2018 were $10,000, 
$20,000 and $40,000, respectively, and each year it paid dividends of $10,000. Earnings not paid out as 
dividends were invested in additional income earning assets. Subco's unconsolidated after-tax earnings in 
2016, 2017 and 2018 were $5,000, $8,000 and $10,000, respectively. It paid no dividends and all after-tax 
earnings were invested in capital assets necessary for its business. On January 1, 2019, X Corporation 
determines to sell its 100 Investco shares for $120,000. 


Of the $20,000 gain, only $3,150 can be said to be attributable to SIOH: that is, X Corporation's 
share of Investco's consolidated after-tax earnings over its holding period for the shares ($750, 


$1,400 and $2,500) less the dividends it received from Investco (3 x $500 = $1,500).48 


This is obviously an extremely simplistic example. It assumes that at all times X Corporation 
owns 5% of Investco, that it acquired the Investco shares for fair market value proceeds and 
will sell them for fair market value proceeds and that neither Investco nor Subco used its 
earnings otherwise than to pay dividends or in some other way that did not reduce SIOH. In 
fact, transactions involving shares during the holding period often present significant 
complications and may require the shareholder to make significant assumptions in computing 
its share of SIOH. 

Where a new share is acquired in exchange for an existing share on a fully tax-deferred basis,42 
the accrued gain on the first share is carried over and reflected as an accrued gain on the new 
share. The gain on the new share, therefore, may be at least partly attributable to the 
shareholder's SIOH in respect of the old share—the cost of the new share to the shareholder 
does not reflect the fair market value of that old share on the date it is acquired. As a result, on 
a subsequent disposition of the new share, the shareholder's SIOH in respect of the old share 
will, in effect, be added to its SIOH in respect of the new share to determine the extent to which 
the safe income exception protects the shareholder from section 55(2). 


Similarly, where a common share is exchanged for a preferred share on a fully tax-deferred 
basis, the preferred share is entitled to the same proportion of safe income that could have 
been paid as a safe dividend on the common share immediately before the exchange. 


Subsequent to the exchange, safe income may accrue on the preferred share but only to the 
extent of the dividend entitlement attached to the share.22 

Income earned or realized is always computed without regard to the shareholder's percentage 
interest in the corporation. Once that income is computed, it is allocated to the shareholder on 
the basis of its interest in each relevant year during its holding period. Safe income is allocated 
on a share-by-share basis. 


Undistributed income must be allocated among the common shares proportionately: Gestion 


pt 


Jean-Paul Champagne Inc. c. Ministre du Revenu nationaP= and Nassau Walnut Investments 


Inc. v. R.22 Preference shares share in earnings to the extent of their dividend entitlement. 
Thus, preference shares with unpaid cumulative dividends will be allocated safe income equal 
to the accrued and unpaid dividends. Non-cumulative preference shares would only be 
allocated income to the extent of the unpaid dividends for the year in which the safe income 


analysis is undertaken.22 


Although safe income is allocated on a share-by-share basis, where a particular shareholder 
purchases additional shares of a single class of a corporation at different prices, the accrued 
gain on any particular share will be based on an average cost of the shares. See section 47. In 
that case, although the safe income must be determined for each share based on its holding 
period, the total safe income will then be allocated among all identical shares of a particular 
shareholder to determine which portion of the gain on the particular shares being disposed of is 
attributable to safe income. 


Sections 55(5)(a), (b), (c), and (d) contain important clarifications concerning the scope of safe 
income.24 
(i) Section 55(5) (a) 


The portion of a capital gain attributable to any income expected to be earned or realized by a 
corporation after the safe-income determination time (see §8.1.5(c)) is deemed to be a portion 
of the capital gain attributable to anything other than income (section 55(5)(a)). It is not evident 
what this provision adds to the language of section 55(2). Perhaps the concern was that the 
language "attributable to anything other than income earned or realized by any corporation 
after 1971 and before the safe-income determination time" would have raised the prospect of 
an argument that the portion of the gain on the shares attributable to income expected to be 
earned after that time could also be said to be attributable to income earned or realized in that 
period because the expectation is based on past performance. 


Nevertheless, section 55(5)(a) emphasizes the importance of identifying the safe-income 
determination time for the transaction, event or series of transactions or events that includes 
the dividend. No income earned after that time, even if earned before payment of the dividend 
in question, will be included in safe income (or SIOH). Thus, although that income may 
contribute to the shareholder's gain on the shares immediately before the dividend is paid, a 
dividend out of that income will not be excepted from section 55(2). 


(ii) Safe Income of Canadian Corporations: Sections 55(5)(b) and (c) 


Section 55(5)(b) contain rules for determining the income earned or realized by a corporation 
for a period throughout which it was resident in Canada and not a private corporation. Thus, 


these rules are relevant to public corporations and to any other corporation that is not a private 


corporation (essentially, a corporation controlled by one or more public corporations).22 As 
noted above, the starting point for income earned or realized by such a corporation is its 
income for the period otherwise determined computed on the assumption certain amounts 


were not deductible.2© Certain specified additions are then made to that income amount. 


The first addition is the amount by which the non-taxable portion of capital gains in the period 


exceeds the equivalent portion of the capital losses in the period.24 This amount is not included 
in the corporation's income because it is not subject to tax. While private corporations may pay 


a capital dividend and thereby distribute such amount to its shareholders tax-free,2® 


corporations other than private corporations cannot make a capital dividend election. 
Consequently, if this adjustment to safe income were not made, a dividend paid out of the 
untaxed portion of a corporation's net capital gains could be subject to section 55(2). That 
would be inappropriate: the capital gain realized by the corporation was subject to tax, albeit at 
a preferential rate. This adjustment merely preserves that preferential rate. 


A similar adjustment is made to the income of a corporation other than a private corporation in 
respect of cumulative eligible capital.22 


Section 55(5)(c) contains the rule for private corporations: the income earned or realized for a 
period throughout which a corporation was a private corporation is deemed to be its income for 


the period otherwise determined.£2 
(iii) Safe Income of Foreign Affiliates: Section 55(5)(d) 


Dividends from foreign affiliates (see section 95(1)) are included in income under section 90 but 
section 113 may provide a corporation that receives the dividend with one or more deductions 
in respect of that dividend for the purpose of computing taxable income. Section 113(1)(a) 
permits a corporation to deduct the portion of a dividend from a foreign affiliate that is 
prescribed to be paid out of exempt surplus. Section 113(1)(a.1) permits a corporation to 
deduct half of its "hybrid surplus", an amount that includes gains from a disposition of foreign 
affiliate shares and an amount in respect of foreign taxes prescribed to be paid in respect of the 
disposition. Section 113(1)(b) permits a corporation to deduct an amount in respect of foreign 
taxes prescribed to be payable in respect of the portion of the dividend that is prescribed to be 
paid out of taxable surplus. If the foreign taxes are higher than Canadian taxes would be on that 
portion of the dividend, the deduction will equal the portion of the dividend paid out of taxable 
surplus. 


The income earned or realized by a corporation for a period ending at a time when it was a 
foreign affiliate of a Canadian corporation is deemed, for purposes of section 55, to be the 
lesser of: 


(i) the amount that would be the tax-free surplus balance®! of the foreign affiliate in 
respect of the corporation at the end of the period for which the calculation is made; 
and 


(ii) the fair market value at that time of all of the issued shares of the foreign affiliate. 


The tax-free surplus balance is intended to measure "good" surplus in the affiliate.7 See 
§11.3.14 for a description of tax-free surplus balance. 


(iv) Safe Income of Other Non-Resident Corporations 


Section 55(2) refers to "income earned or realized by any corporation." Sections 55(b), (c), and 
(d) contain rules relating to the computation of income of Canadian resident corporations and 
foreign affiliates but section 55 is silent about income computation for non-resident 
corporations that are not foreign affiliates. Nonetheless, income of such a non-resident 
corporation may contribute to a gain and a shareholder may include its pro rata share of such 
income in computing its safe income. In the absence of rules in section 55, the non-resident 
corporation's income is to be determined in accordance with the tax laws of the country in 
which it is resident or, where that country does not specify a method, in accordance with the tax 
laws of the country in which it carries on business. If neither country specifies a method, 


Canadian tax rules are to be applied.&2 
(v) Phantom Income and SIOH 


Because income earned or realized is deemed to be income as computed under section 3, 
amounts that are included in income but do not represent cash receipts nonetheless form part 


of a corporation's safe income.£2 The starting point for SIOH is safe income. That amount is 
reduced by cash outflows which reduce the income that is available to contribute to the gain. 
The most obvious examples are taxes and dividends. However, any amount included in income 
forms part of the safe income and therefore the SIOH. 


(vi) Losses and SIOH 


If a corporation has incurred a loss, CRA's position has been that the safe income of the 
corporation is correspondingly reduced. So, for example, if a corporation incurs a loss of 
$10,000 in 2017 and income of $25,000 in 2018, CRA would contend that the safe income at the 
end of 2018 was $15,000. In policy terms this approach has some appeal: the income over the 
two year period was $15,000, or put another way, the gain realized by a shareholder who 
purchased a share on December 31, 2016 and sold the share on January 1, 2019 would 


presumably be attributable to safe income to the extent of its share of the $15,000. But what 
about a shareholder who purchased a share on December 31, 2017 and sold the share on 
January 1, 2019? Would its safe income be its share of $25,000 rather than $15,000? 
Presumably the answer to that question should be yes. During that shareholder's holding 
period, the corporation's income earned or realized (i.e., its income computed in accordance 
with section 3) is $25,000. The loss carried forward from 2017 is a deduction in computing 
taxable income not income, and so should not affect the safe income or SIOH for the 
shareholder that acquired shares after the loss was incurred. This is consistent with CRA's 
policy that a loss should be deducted in computing SIOH when it is incurred, rather than when 
it is deducted. 


As noted above, safe income is determined on a consolidated basis. See Example 8.6 and the 
related discussion. However, where a corporation has several subsidiaries, some of which have 
incurred losses and others of which have earned income, the issue is whether the losses and 
income must be offset for purposes of determining the SIOH of the corporation. CRA has stated 
that in computing SIOH attributable to shares of a corporation the losses of a subsidiary of the 
corporation must be deducted if the loss results in a decrease in the fair market value of the 


corporation's shares.&2 


This question was addressed in part in Brelco Drilling Ltd. v. R®®& The safe income of the 


taxpayer was partially dependent on the income earned or realized by foreign affiliates of the 
corporation. The top-tier foreign affiliate had seven wholly-owned subsidiaries, two of which 
had exempt surplus, but five of which were in a loss (exempt deficit) position; the top-tier 
foreign affiliate was also in a loss (exempt deficit) position. The aggregate exempt surplus 
exceeded the aggregate exempt deficit but the issue was whether the exempt deficits were 
properly deducted against the exempt surplus. The taxpayer's position was that the exempt 
deficits of the top-tier foreign affiliate and its five subsidiaries did not reduce "income earned or 
realized" but that the exempt surpluses of its two subsidiaries were required to be added to the 
corporation's "income earned or realized." 


The Tax Court agreed with the taxpayer but the Federal Court of Appeal allowed the appeal. It 
focussed not on the meaning of "income earned or realized" but rather on safe income on hand, 
although it clearly equated the two terms: 


. . .in two recent decisions,®4 unanimous panels of this Court have accepted that "safe income" means "safe 


income on hand." Those panels declared that safe income [on hand] was a net calculation. . . .The reasoning 
of the Tax Court Judge, that there is no legal basis for requiring exempt deficits — or any other cost which 
reduces the safe income on hand — to be taken into account in determining "income earned or realized", is 
therefore flawed. 


While I find that the Tax Court Judge erred, I cannot accept the appellant's approach, i.e., that in this case all 
losses must be taken into account because they reduce the safe income of the intercorporate dividend. That 
reasoning is flawed inasmuch as it may not reflect the actual value of the safe dividends. . the Tax Court must 
hear evidence as to which factors do or do not reduce safe income on hand.... 


I would therefore . . . remit the matter back to the Tax Court of Canada with instructions to determine, on the 
facts of this case, the true value of "safe income on hand." That way, the portion of the capital gain which can 
reasonably be attributed to anything other than income earned or realized will be determined, following 
which the appropriate amount of tax-free dividends can be calculated and the proper amount of deemed 
capital gain, if any, can be determined.£8 


Thus, the Federal Court of Appeal stated that there is no general rule with respect to losses. 
Each case must be decided on the basis of its own facts and in fact, when the Brelco case was 
referred back to the Tax Court, the parties advised that they had agreed that, on the facts of 


that case, the losses did not reduce the safe income on hand of the taxpayer.&2 


Although the Federal Court of Appeal equated "income earned or realized" with SIOH, rather 
than safe income, the terminology used by the Court is really not the issue. As the Federal 
Court of Appeal analyzed it, "income earned or realized" as defined in section 55(5) is merely 
the starting point in determining whether section 55(2) applies. What section 55(2) is really 
concerned with is identifying the portion of the gain on shares that is reasonably attributable to 
such income earned or realized and that income can only contribute to a gain to the extent that 
it is on hand. How losses affect that is to be determined based on the particular facts under 
consideration. Consider the following example. 


Example 8.6 


Assume that, throughout the relevant period, P Corporation has three wholly-owned subsidiaries, $1, S2, and 
$3, and that $1 has two wholly-owned subsidiaries, C1 and C2. All corporations are resident in and carry on 
business in Canada. Further assume the income and loss positions of the corporations are as indicated in the 
chart below: 


2016 2017 2018 Total 


P Corporation $15,000 $12,000 $20,000 $47,000 
S1 $10,000 $(14,000) $12,000 $(2,000) 
C1 $6,000 $(2,000) $1,000 $5,000 

C2 $(2,000) $(1,000) $2,000 $(1,000) 
S2 $2,000 $4,000 $56,000 $12,000 
S3 $(7,000) 0 $3,000 $(4,000) 


If the only shareholder of P Corporation acquired the shares at the end of 2015 and sold them at 
the end of 2018, what would its safe income on hand be? Is it $64,000, being the sum of the 
income realized by the corporations over the period without taking into account losses realized 
by other corporations in the group? Is it $62,000, being the $64,000 reduced by the $2,000 loss 
incurred by S1 over the period because S1's loss in effect negates an equivalent amount of 
income of its subsidiary, C1? Is it $57,000, being the sum of the income earned by all 
corporations in the period reduced by the losses incurred by all of the corporations in the 
period? Unfortunately the answer is not clear. 


If there is an inherent gain of $100,000 in the P Corporation shares, can it be said that $64,000 
of that gain is attributable to the earnings in P Corporation, S2 and C1? Or is the correct 
question, how much of that gain is attributable to the earnings in P Corporation and S2 and how 
much is attributable to the accrued gain, if any on the S1 shares? If accrued gain on the S1 
shares is $1,000, would only $1,000 of the C1 income be included in P Corporation's safe 
income — in other words, if there is only $1,000 gain on the S1 shares, presumably only $1,000 
of the gain on the P Corporation shares is attributable to the income in the group consisting of 
S1 and its subsidiaries? 


(vii) Stock Dividends and Safe Income 


Section 55(2.3) applies where a stock dividend has been paid, the fair market value of the stock 
exceeds the increase in the paid-up capital of the shares resulting from the dividend and 
sections 55(2.1)(a) and (b) apply: section 55(2.4). Section 55(2.3) deems the stock dividend to 
be two separate taxable dividends, one equal or up to the safe income immediately before the 
dividend and the other to the excess, if any. This ensures that the safe income on hand will be 
appropriately reduced and otherwise operates in a relieving manner in the same way as section 
55(5)(f), discussed below at 8.1.5(b). Section 55(2.3) only applies to a "dividend recipient", that 
is, to a corporate shareholder, not an individual. See also the discussion at 8.1.5(b). 


FOOTNOTES 


42 Cases that have addressed safe income computation issues include Kruco, supra note 28 (that 
phantom income is not to be excluded from safe income: income earned or realized is the income 
computed under the Act subject only to the adjustments specified in s.55(5)); VIH Logging, infra 
note 64 and Deuce Holdings Ltd. v. R., 1997 CarswellNat 1240, [1998] 1 C.T.C. 2550, 97 D.T.C. 921 


(T.C.C.) (expenses incurred after the safe-income determination time, although in the same taxation 
year, do not reduce safe income if the liability for the expense has not been incurred at the safe- 
income time); Brelco Drilling Ltd. v. R., 1999 CarswellNat 2612, 1999 CarswellNat 666, [1999] 3 
C.T.C. 95, (sub nom. R. v. Brelco Drilling Ltd.) 99 D.T.C. 5253 (Fed. C.A.). See also Income Tax 
Technical News No. 33 and 34 for CRA's position following Kruco, which position was subsequently 
revised in Income Tax Technical News No. 37. 


43 Placer Dome, supra note 10; Nassau Walnut Investments Inc. v. R., 1996 CarswellNat 2329, 1996 


CarswellNat 2712, [1998] 1 C.T.C. 33, (sub nom. R. v. Nassau Walnut Investments Inc.) 97 _D.T.C. 
5051 (Fed. C.A.). 


441¢ it is a depreciable asset, the deductions for capital cost allowance will reduce income (and so 


safe income) in future periods. 
45 Brelco Drilling, supra note 32 at 5261 [D.T.C.]. 
46 vi Logging, infra note 64. 
47 The corporation may issue additional shares, redeem some shares or effect an issuer bid. 


486, put another way, 5% of the difference between Investco's consolidated after-tax earnings in 
2016 to 2018 ($93,000) and the dividends it paid in that period ($30,000). 5% x $63,000 = $3,150. 


49 For example, in a transaction governed by any of ss. 51, 85(1), 85.1, 86, or 87. 
50s¢¢ Technical Interpretation, CRA Document 9823545 dated January 21, 1999. 
51 supra note 21. 


52 Supra note 33 (although the lower court said that such allocation was not necessarily the case, the 
FCA disagreed, at least in obiter). 


53Typically, preference share terms provide that dividends cannot be paid on common shares if 


dividends on preference shares have not been paid (all unpaid dividends where cumulative or, 
where non-cumulative, dividends unpaid for that year). Thus, any unpaid dividends on preference 
shares will reduce safe income in the year allocable to the common shares. 


54see Michael A. Hiltz, "Income Earned or Realized: Some Reflections" in Report of Proceedings of 
the Forty-Third Tax Conference, 1991 Conference Report (Toronto: Canadian Tax Foundation, 
1992), 15:1-24 for a discussion of a number of issues relevant to the computation of safe income 


and SIOH. 


22See the definition of private corporation in s. 89(1) which applies for purposes of the Act (see s. 
248(1)). 


56That is, on the assumption that no amounts were deductible by the corporation under s.37.1 (now 
repealed but provided an additional R&D allowance) or under s. 20(1)(gg) of the Income Tax Act, 
c.148, R.S.C. 1952 (former inventory allowance). 


57 That is, the amount by which capital losses in the period exceed the allowable capital losses in the 


period (s. 55(5)(b)(ii)). 
58cee ss. 89(1) and 83(2). 


5°The amount of an eligible capital expenditure that is added to the cumulative eligible capital 
account changed over time. Moreover, the way that gains from dispositions of eligible capital 
property and recapture of previous deductions in respect of cumulative eligible capital are treated 
was also modified. Further complications arise where bad debt claims were made in respect of 
receivables received on dispositions of eligible capital property. The eligible capital property 
regime in section 14 was repealed effective January 1, 2017. See ss. 55(5)(b) (iii), (iv), and (v). 


60The only adjustment is that such income is to be determined on the assumption that no amounts 
were deductible under s. 37.1 (as it applies for taxation years that ended before 1995) or s. 20(1) 
(gg) of the Income Tax Act, c. 148, R.S.C. 1952. See note 46. 


51,5 defined in Regulation 5905(5.5). 


6266 Lamont Management Ltd. v. R., 2000 CarswellNat 3422, 2000 CarswellNat 699, [2000] 3 C.T-C. 
18, 2000 D.T.C. 6256 (Fed. C.A.). 


63 Kruco, supra note 28. 
641 gnoring for this purpose taxes paid on the income. 
85see CRA Document 2001-0093385, dated October 5, 2001. 


86 5 upra note 32. 


87The cases which Linden J.A. was speaking of are Placer Dome, supra note 10, and Nassau Walnut 


Investment, supra note 33. 
88 supra note 32 at pp. 5260-61 [D.T-C.]. 


69 Brelco Drilling Ltd. v. R., 1999 CarswellNat 3997, 1999 CarswellNat 1814, [1999] 4 C.T.C. 2737, 
2000 D.T.C. 1482 (T.C.C. [General Procedure]). 
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(b) Uncertainties About Safe Income: Series of Dividends and Sections 55(5)( and 
55(2.3) 


There are often significant uncertainties about the exact amount of a particular shareholder's 
safe income and its SIOH. These uncertainties may be attributable to interpretive issues under 
the legislation and CRA's policies respecting the calculation of safe income, the unavailability 
to the shareholder of specific information about the corporation or its subsidiaries, or some 
combination of factors. Typically, a shareholder will be able to determine only that its SIOH is 
not less than one amount and not more than another, but not exactly where in that range it falls. 
Section 55(5)(f) applies to avoid the problem of a single dividend exceeding the SIOH with the 
risk that the entire dividend is subject to section 55(2). Where a corporation has received a 
taxable dividend (or a dividend any part of which is taxable), the taxable part is deemed to be a 
separate taxable dividend to the extent of the lesser of the taxable portion and the corporations 
safe income immediately before the dividend. Any excess is deemed to be a separate dividend. 
To illustrate if Pubco's actual safe income is $65,000, and it declares and pays a $100,000 
dividend, section 55(5)(f) will apply to deem two separate dividends to have been paid, one of 
$65,000 and one of $35,000. 


What if the amount of the dividend is such that the separate deemed portion in excess of safe 
income represents a small percentage of the gain? Is the significance of the reduction in the 
gain to be determined in absolute terms or in relative terms? 


In 1988, ReadZ2 said the following: 


In determining whether the reduction of such a capital gain is significant, the aggregate absolute dollar 
amount of the reduction based on the total number of shares affected must be examined. For example, a $1 
per share reduction in the potential capital gain will not be significant if only six shares are affected, but will 
be significant if six million shares are affected. In certain circumstances, the percentage reduction may also 
be considered. 


These statements are not current and predate a Federal Court of Appeal decision. 


In VIH Logging Ltd. v. R.,24 the issue before the Court, in simple terms, was whether the 
purpose of a stock dividend, paid to increase the adjusted cost base of shares from $1 to 
$366,080 at a time when the corporation's only liability was a contingent tax liability and its 
only asset was cash sufficient to pay the liability, was to reduce the gain that would have been 
realized on a disposition of the shares immediately before the stock dividend. At the time the 
dividend was paid, the taxpayer admitted the shares had a value of $45,571. As part of the 
series of transactions, but subsequent to the payment of the stock dividend, the contingent 
liability was eliminated, the value of the shares thereby increased, and the shares were sold for 


$366,080. However, the entire series of transactions involved more than $1.7 million in 
dividends. 


CRA assessed the $366,080 dividend as one subject to section 55(2). 


Justice Woods at the Tax Court did not address the significance of the dividend in any real detail 
but rather focussed on the purpose of the dividend and the gain that was reduced by the 
dividend. She found that because section 55(2) looks to the gain that would have been realized 
had the shares been disposed of immediately before the dividend, it did not apply to the stock 
dividend notwithstanding that: 


There is no dispute that the purpose of the stock dividend was to reduce gain. The question is, what gain was 
being reduced.Z2 


Justice Woods concluded that none of the purposes of the stock dividend was to reduce a capital 
gain that would have been realized if the shares were sold immediately before the dividend, 
because immediately before the dividend no gain would have been realized. Only events 
subsequent to the dividend eliminated the liability and gave rise to the gain. Justice Woods 
expressly ignored the $45,571 gain admitted to exist at the time of the stock dividend but, in 
doing so, stated: 


In order to simplify the analysis, I have ignored an amount of $45,571 that VIH Logging submits was the 
actual value of the shares at the relevant time. This is a small sum and neither party made submissions with 
respect to it. I have not considered the application of subsection 55(2) to this amount in detail but it would 
seem reasonable that subsection 55(2) be applied to it.28 


Thus, the relationship between $1.7 million in aggregate dividends and the value of the shares 
at the time the stock dividend was paid had no apparent bearing on Justice Woods' conclusion. 
Indeed, she strongly suggested that $45,571 of the $366,080 dividend would be subject to 
section 55(2), although how that conclusion is drawn is far from clear. A single stock dividend of 
$366,080 was in issue. Immediately before that dividend was paid, the accrued gain on the 
shares was only $45,571. However, the dividend's purpose was to eliminate the $366,080 gain, 
a gain that would not have been realized had the shares been sold immediately before the 
dividend, but did include the $45,571 gain accrued at the time of the dividend. If no part of the 
stock dividend were subject to section 55(2), that gain would have been reduced to nil — that is, 
100% of that gain would have been reduced. Justice Woods seems to be saying that the stock 
dividend could be said to have as a purpose (albeit not the sole purpose) the elimination of the 
$45,571 gain that would have been realized had the shares been sold immediately before the 
dividend was paid and therefore that amount should be treated as a capital gain under section 
95(2). However, absent a section 55(5)(f) designation, the basis on which only part of a single 
dividend can be subject to section 55(2) is unclear 

At the Federal Court of Appeal, Sharlow J.A. interpreted the issue a little differently and 
appeared to focus on the significance of the dividend: 


Therefore, the stock dividend resulted in a $45,470 reduction in the capital gain that would have arisen on 
the fair market value sale of the shares . . immediately before the stock dividend. The Crown argues that a 
100% reduction in the capital gain is significant, and that the purpose of the stock dividend was to effect that 
reduction. 


It was not argued, nor did the Judge find, that the purpose test was not met with respect to the stock dividend 
because the reduction in the capital gain was accidental or unintended, as opposed to intentional... .Rather, 
as I read the reasons . . .the Judge concluded that the stock dividend reduced the hypothetical capital gain by 


an amount that, in the context of the case, was so small that it could not be considered significant. 


Whether a dividend causes a reduction in a capital gain that is "significant" must be determined contextually 
taking into account all the relevant facts and circumstances. The amount of the reduction in this case was 
approximately $45,000 in the context of a series of transactions involving dividends totalling over $1.7 
million. In my view, it was open to the trial Judge . . .to characterize the $45,000 capital gain reduction as not 
"significant". It follows that she was correct to conclude that the purpose test in subsection 55(2) was not 
met. . "22 


In this judgment, Sharlow J.A. seems to suggest that, in some circumstances, it may be 
successfully argued that if the gain avoided by a particular dividend is not significant in the 
context of the aggregate amount of dividends paid, section 55(2) will not apply to the particular 
dividend notwithstanding that its purpose may have been to reduce a gain. Nonetheless, it is 
worth remembering that CRA argued in VIH Logging that the stock dividend was to be 
separately analyzed for purposes of section 55(2) and that Justice Woods suggested a portion of 
that dividend ($45,571) would be subject to section 55(2). 


Section 55(2.3)(a) operates in a similar manner to section 55(5)(f) in respect of stock dividends 
to deem the portion of a stock dividend up to SIOH to be a separate taxable dividend. The rules 
applying to stock dividends in section 55(2.2) to (2.4) only apply to a "dividend recipient", that 
is a corporation resident in Canada. Section 55(2.3)(b) provides that the deemed dividend 
under section 55(2.3)(a) reduces the safe income reasonably attributable to the share on which 


the dividend is received.Z& 


FOOTNOTES 


70 Robert J.L. Read, "Section 55: A Review of Current Issues," in Report of Proceedings of the Fortieth 
Tax Conference, 1988 Conference Report (Toronto: Canadian Tax Foundation, 1989), 18:1-28, Q.10 
at 18:27-28. In 1981, Robertson said the significance "will be measured in dollars not percentage. 
No lines have been drawn. A few hundred dollars would not be enough. A few thousand might be." 
Supra note 21 at p. 93. 


71 VI Logging Ltd. v. R., 2003 CarswellNat 4058, 2003 CarswellNat 6623, [2004] 2 C.T.C. 2149, 2004 
D.T.C. 2090 (T.C.C. [General Procedure]), affirmed 2005 CarswellNat 199, 2005 CarswellNat 2790, 
[2005] 1 C.T.C. 387, (sub nom. R. v. VIH Logging Ltd.) 2005 D.T.C. 5095 (Eng.) (F.C.A.). 


72 Mid, at 2098 (T.C.C.) [D.T.C.]. 


73 rid. 


74The s. 55(5)(f) designation is available to the taxpayer but not the minister. Section 55(2), if 


applicable, applies to the full amount of the dividend. 


73 Supra note 64 at 5103 (F.C.A.) [D.T.C.]. 


18see Interpretation, CRA Document 2016-0658351E5, dated July 21, 2017 for an example of the 
operation of section 55(2.3) where there is both a corporate and an individual recipient of the stock 
dividend. 
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(c) Safe-Income Determination Time 


Only income earned before the safe-income determination time will be included in safe 


incomeZZ. The safe-income determination time for a transaction or event or series of 
transactions or events is defined in section 55(1) as the earlier of: 


(a) the time that is immediately after the earliest disposition or increase in interest 
described in any of sections 55(3)(a)(i) to (v) that resulted from the transaction, event 
or series, and 


(b) the time that is immediately before the time that a dividend is paid as part of the 
transaction, event or series. 


The safe-income determination time may, in some circumstances, be difficult to identify 
because of the scope of the phrase "series of transactions" (see §8.2.2(b)). However, assuming a 
series is identified, it presumably will be relatively easy to determine when the first dividend is 
paid as part of the series. 


Ordinary course dividends paid by a corporation would not normally be considered part of the 
series unless there is something specific to tie the dividend to the series. Thus, if a corporation 
pays regular quarterly dividends on its common shares or monthly dividends on its preference 
shares in accordance with their terms, the payment of such a dividend should not give rise to 
the safe-income determination time. However, caution must be exercised in reaching that 
conclusion. See Canutilities Holdings (discussed at §8.1.3) where normal course dividends 
giving rise to a Part IV tax refund were considered part of the series of transactions that 
included dividends arising in the course of a reorganization because, although they had an 
independent purpose and existence, they were part of the series of transactions that included 
the dividends received by the taxpayers and assessed as being subject to section 55(2). The 
normal course dividends assisted in achieving the taxpayers' desired composite result: the 
transactions and the normal course dividends were intended to be used together to achieve the 
tax avoidance objective, that is, the avoidance of section 55(2) and the refund of Part IV tax. 


Section 55(3)(a) contains an exception from section 55(2) but contains significant limitations on 
the types of dispositions and increases in interest in corporations that may occur as part of the 
series of transactions or events that includes the dividend if it is to be exempted from section 
55(2) on the basis of that exemption. The section 55(3)(a) exemption and the dispositions and 
increases in interest relevant to determination of the safe-income determination time are 
discussed in detail at §8.3. However, for purposes of analyzing whether income is earned or 
realized before the safe-income determination time, the application of the section 55(3)(a) 


exception to any particular dividend is completely irrelevant.Z® Section 55(3)(a) is relevant to 


the safe-income determination time definition only because it describes the dispositions and 
increases in interest, the occurrence of any of which confirms the safe-income determination 
time for the series of transactions that includes the payment of a dividend. 


FOOTNOTES 


TIcRA has indicated that where a corporation sold depreciable properties and eligible capital 
properties before the end of a taxation year and paid a dividend after the sale but before the end of 
the year, the income arising under sections 13(1) and 14(1) would be added in computing the 
corporation's safe income before the safe income determination time. Technical Interpretation, 
CRA Document 2016-0633961E5, dated June 17, 2016 


781ndeed, the occurrence of a transaction or event described in s. 55(3)(a) will preclude reliance on 
that exemption. The payment of a dividend exempt from s.55(2) by virtue of s.55(3)(a) nonetheless 
establishes the safe-income determination time — a dividend has been paid. 
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8.2 "Divisive" Reorganizations: Overview and Historical Perspective 


It is sometimes desirable that the assets of a corporation be divided among one or more other 
corporations or other business enterprises (for example, partnerships). The Act permits a 
corporation to divide its assets among partnerships and corporations in which it will retain an 
equity interest because the Act permits assets to be transferred into a corporation or 
partnership on a tax-deferred or rollover basis. This can be accomplished by a section 85(1) 
election (see chapter 2), a section 97(2) election, a section 87 amalgamation (see chapter 7), or 
a section 88(1) winding-up (see chapter 9). However, with the exception of a winding-up of a 
subsidiary into its parent, it has always been much more difficult for assets to be transferred 
out of a corporation to its shareholders on a rollover basis. This is partly because, while the 
corporate law contains specific procedures for two or more corporations to be continued 
together as a single amalgamated corporation and for a corporation to be wound up, there is no 
corporate law statutory procedure for dividing one corporation into two or more continuing 
corporations. 


Nonetheless, in certain circumstances, a corporation's shareholders may want to divide up the 
corporation's assets and go their separate ways. A straightforward winding-up of the 
corporation is usually not satisfactory because it cannot be done without giving rise to 
immediate tax liabilities for both the shareholders and the corporation itself. See sections 
69(5), 84(2), and 88(2) and the discussion thereof in chapter 9. Similarly, if a corporation 
distributes assets to its shareholders as a dividend-in-kind or on a reorganization or distribution 
of capital, the corporation's disposition and the shareholders' receipt of the assets and/or 
partial disposition of their shares are taxable transactions./2 

One form of divisive reorganization that has evolved in response to the need to be able to divide 
up a corporation's assets among its shareholders on a tax-deferred basis has come to be known 
as the "butterfly" reorganization, the name deriving from the schematic diagram of the 


reorganization, which resembles the wings of a butterfly.22 A butterfly involves a series of steps 
and the tax result depends on certain steps giving rise to deemed dividends (rather than capital 
gains) eligible for the deduction under section 112(1). It is therefore critical that those 
dividends not be subject to section 55(2). 


A butterfly generally involves: a transfer of assets from one corporation to another that is a 
shareholder of the first in consideration for shares; the redemption of those shares to produce a 
deemed dividend and no capital gain; and a repurchase by the first of its shares from the 
shareholder (or sometimes a winding-up of the first corporation) such that a deemed dividend 
rather than a capital gain results. 


A simple butterfly reorganization might proceed as follows. Individuals A and B are unrelated 
and each owns 10 common shares of Corporation AB, with an adjusted cost base of $100. 
Corporation AB's only assets are 40% of the issued shares of a public company, which have an 


adjusted cost base of $200 to Corporation AB and a current fair market value of $600. A and B 
no longer get along and decide to divide the assets of Corporation AB equally. To do so, they 
take the following steps: 


(1) A incorporates Corporation A and transfers his Corporation AB common shares to 
Corporation A in exchange for common shares of Corporation A. An election is filed 
under section 85(1) so that A's proceeds for the Corporation AB shares will be $100 (the 
adjusted cost base of such shares), the cost to A of the Corporation A common shares 
will be $100, and the cost to Corporation A of the Corporation AB common shares will 


be $100.84 
(2) Corporation A incorporates a subsidiary, ASub. 


(3) Corporation AB transfers one-half of its shares of the public company to ASub in 
consideration for voting preferred shares of ASub having a stated capital equal to the 
adjusted cost base of the transferred assets ($100) and a redemption amount equal to 
the fair market value of the assets transferred ($300). The votes attached to the 
preferred shares should be sufficient to ensure Corporation AB is connected with ASub 
within the meaning of section 186(4).24 A section 85(1) election is filed deeming 
Corporation AB's proceeds of disposition to be $100 (the adjusted cost base of the 
public company shares transferred), the cost of such assets to ASub to be $100, and the 


cost to Corporation AB of the ASub preferred shares to be $100.83 


(4) Immediately thereafter, ASub redeems its preferred shares held by Corporation AB 
at their redemption amount ($300) by issuing a demand promissory note. By virtue of 
section 84(3), Corporation AB is deemed to receive a dividend equal to the redemption 
amount ($300) less the paid-up capital of the shares ($100). Since this deemed dividend 
reduces the proceeds of disposition to Corporation AB pursuant to section (j) of the 
definition of that term in section 54, Corporation AB's proceeds of disposition of the 
preferred shares would be equal to their adjusted cost base ($300 — $200 $100). Asa 
result, Corporation AB does not realize a capital gain or capital loss. The dividend 
which Corporation AB is deemed to receive would be deductible in computing taxable 


income under section 112(1).24 The deemed dividend received by Corporation AB 
should not be subject to Part IV tax because Corporation AB and ASub would be 
connected corporations under the definition contained in section 186(4) (Corporation 
AB as holder of voting preferred shares owns more than 10% of the votes and value of 
ASub) and because ASub should not obtain any dividend refund on the payment of the 
deemed dividend.22 Finally, because the ASub preferred shares are redeemable and 
retractable, they would be "short-term preferred shares" and "taxable preferred 
shares" (as those terms are defined in section 248(1)), but the deemed dividend would 
be exempt from Part VI.1 and IV.1 tax if the requirements of section 191(4) were met. 


(5) Steps identical to those outlined in (1) to (4) above would be taken for B so that he 
owns all the common shares of Corporation B, which owns one-half of the Corporation 
AB common shares and all the common shares of BSub, which in turn owns one-half of 
the public company shares previously held by Corporation AB. 


(6) Corporation AB is then wound up and distributes all its assets (promissory notes of 
ASub and BSub totalling $600)8© equally to its two shareholders, Corporation A and 


Corporation B. Under section 84(2), each of Corporation A and Corporation B will be 
deemed to receive a dividend equal to its share of the winding-up distribution ($600) 
less the paid-up capital of the Corporation AB shares held by the shareholder. As long 
as such paid-up capital does not exceed the adjusted cost base of the shares to the 
shareholder, the proceeds of disposition of the Corporation AB shares on the winding- 
up will be less than the adjusted cost base of such shares and no capital gain would 
arise. The deemed dividend received by Corporation A and Corporation B will be 
deductible in computing taxable income under section 112(1).24 Corporation A and 
Corporation B will be connected with Corporation AB and, therefore, Part IV tax will not 
be payable on the deemed dividends received by Corporation A and Corporation B 
unless Corporation AB thereby becomes entitled to a dividend refund. That might occur 
if Corporation AB had previously paid Part IV tax on dividends received by it on the 
public company shares.88 

(7) ASub is wound up into Corporation A and BSub is wound up into Corporation B. The 
provisions of section 88(1) should apply to each winding-up so that no gain is realized 
by Corporation A and ASub or by Corporation B and BSub. Each of Corporation A and 
Corporation B would make an election under section 80.01(4) to avoid any forgiveness 
of debt income under section 80 as a result of the cancellation of the ASub and BSub 
promissory notes. The end result is that A owns all the shares of Corporation A with an 
adjusted cost base equal to the adjusted cost base he previously had for the shares of 
Corporation AB and Corporation A owns one-half of the shares of the public company 
with the same adjusted cost base for such shares as Corporation AB had. The same 
applies for B and Corporation B. Corporation AB no longer exists and A and B have 
severed their indirect interests in the public company shares into separate holding 
corporations. 


Schematically, this reorganization would appear as the figure below, which illustrates the 
derivation of the name "butterfly reorganization." 


Corporation A Corporation B 


Corporation AB 


voting voting 


preferred preferred 


Pubco Shares Pubco Shares 


The foregoing steps could be simplified if the relevant corporate law permits a transfer by 


Corporation AB of the public company shares directly to Corporation A and Corporation B in 
return for voting preferred shares of such corporations.22 In that case, ASub and BSub could be 
eliminated.22 


Alternatively, it may be satisfactory to the parties if B remains a shareholder of Corporation AB 
and Corporation AB simply retains one-half of the shares of the public company. In this case, 


only those steps involving A would take place?! and, rather than wind up, Corporation AB 
would repurchase its common shares held by Corporation A typically by issuing a promissory 
note which, following the winding-up of ASub, would be set off against the note issued by ASub 
on the redemption of its preferred shares (and assumed by Corporation A on the winding-up of 
ASub). 


In such circumstances, particular attention must be paid to the contingent liabilities of the 
distributing corporation which are left with the corporation and its remaining shareholders. For 
instance, it would be advisable for B to obtain an indemnity from A for A's share of any 
Corporation AB liabilities that were accrued at the time of the reorganization but not payable 
until after the reorganization. 


Not all divisive reorganizations involve shareholders going their separate ways. Particular 
assets of a corporation may be transferred to another corporation on a tax-deferred basis in 
circumstances in which the second corporation was not previously a direct shareholder of the 
first. Assets may be transferred within a corporate group on a tax-deferred basis prior to sale in 
order to access losses. Each of these may be considered a form of divisive reorganization and 
transactions undertaken to implement such a reorganization may resemble those used in a 
butterfly. 


No matter what particular steps are taken to carry out the divisive reorganization, it is obvious 
that the tax results are complicated. If the ultimate objective of carrying out the reorganization 
on a tax-deferred basis is to be achieved, each step must be carefully reviewed to identify all the 
relevant tax consequences of that step. Because the reorganization always involves a series of 
transactions, consideration must also be given to the various anti-avoidance rules in the Act 
such as those found in sections 15(1), 55, 56(2), 56(4), 69(11), 110.6(7), 245, and 246. Of 
particular interest to butterfly reorganizations is section 55(2) and that is the emphasis of the 
discussion in this chapter. 


Section 55(2) was enacted in 1980, to counter the growing practice of converting capital gains 
into tax-free intercorporate dividends and substantially extended in 2016, with effect from April 
20, 2015. Section 55(2) denies dividend treatment (unless the dividend is subject to Part IV tax 
which is not refunded) if an intercorporate dividend is received as part of a series of 
transactions and one of the purposes (or in some cases one of the results) is to effect a 
significant reduction in the portion of the capital gain that, but for the dividend, would have 
been realized on a disposition at fair market value of any share immediately before the 
dividend, that significantly reduces the fair market value of any share or that significantly 
reduces the cost amount of any property and that could reasonably be considered attributable 
to anything other than income earned or realized by any corporation after 1971 and before the 
safe-income determination time. See §8.1. 


Because the desired tax consequences of a divisive reorganization depend upon dividend 
treatment rather than capital gains treatment, it is critical that section 55(2) not apply to any of 
the dividends that arise in the course of the reorganization. This means that each dividend must 


be exempt from section 55(2) either because the conditions in section 55(2.1) are not satisfied 
or, where they are satisfied, by virtue of another exemption. Section 55(3) contains the two 
exemptions from section 55(2) that accommodate divisive reorganizations. 


FOOTNOTES 


wa dividend-in-kind results in a disposition by the corporation of the distributed assets for proceeds 


of disposition equal to the fair market value of the asset and the receipt by the shareholders of a 
dividend in the same amount. Similarly, the distribution of an asset on a s. 86 reorganization of 
capital or a distribution of capital that qualifies under s. 84(4.1) results in a disposition by the 
corporation of the distributed asset for proceeds of disposition equal to the fair market value of the 
asset. In each case the shareholders acquire the assets with a cost equal to fair market value but, 
where ss. 86 or 84(4.1) applies, the cost of their shares of the corporation is reduced by an 
equivalent amount and, if the value of the distributed asset received exceeds the paid-up capital of 
the share or the adjusted cost base of the share, a deemed dividend or capital gain will be realized. 


80 The term "butterfly" or "butterfly reorganization" is sometimes used to describe a reorganization 
that qualifies for the exemption from s. 55(2) found in s. 55(3)(a) as well as one that qualifies for 
the exemption found in s. 55(3)(b). In this introduction to divisive reorganizations, the term may be 
used to refer to any tax-deferred reorganization that relies on an exemption from s. 55(2) found in 
s. 55(3) 


81 section 85(2.1) will apply to limit the paid-up capital of the Corporation A common shares to $100. 
See §3.6.3. If there is a possibility that s. 84.1 might apply on the transfer, s. 85(2.1) will not apply. 
Nonetheless, the paid-up capital of the Corporation A shares received by A should not exceed the 
greater of the paid-up capital of the Corporation AB shares transferred to Corporation A and the 
arm's-length adjusted cost base of those shares. See §5.1.4. If s. 212.1 might apply, the paid-up 
capital of the Corporation A shares received by A should not exceed the paid-up capital of the 
Corporation AB shares transferred to Corporation A. See §5.2. 


82066 the discussion at note 186 regarding Part IV tax and refundable dividend tax on hand. 


83 Section 85(2.1) will apply but be of no effect in these circumstances since the increase in paid-up 
capital of the ASub voting preferred shares equals ASub's cost of the public company shares 
determined under s. 85(1). 


84cince the preferred shares of ASub would be "term preferred shares" (as defined in s. 248(1)), if 
Corporation AB is a specified financial institution (as defined in s. 248(1)), s. 112(2.1) would apply 
to deny the dividend deduction unless the exception in s. 112(2.1) for a dividend on a share not 
acquired in the ordinary course of business applies. In addition, if the conditions of s. 191(4) are 
met, the dividend would be deemed not to be a dividend to which s. 112(2.1) applies. In general 


terms, this would require that the terms and conditions of the ASub preferred shares specify an 
amount (which would generally equal the redemption amount of the shares) that does not exceed 
the fair market value of the property for which the preferred shares were issued. CRA's position is 
that the conditions in s. 191(4) are not met unless the terms and conditions of the shares in respect 
of which the deemed dividend arises specify a dollar amount for which the shares are redeemable. 
Therefore, it would be advisable to specify in the share terms that the ASub preferred shares are 
redeemable for $300. S. 112(2.2), which also denies the s. 112(1) dividend deduction in certain 
circumstances, does not apply where the issuer of the share is the only person which has 
guaranteed redemption of the share. Neither s. 112(2.3) (which denies the s. 112(1) dividend 
deduction in respect of a dividend received as part of a "dividend rental arrangement" (as defined 
in s. 248(1)) nor s. 112(2.4) (which denies the s. 112(1) dividend deduction in respect of a dividend 
received on a "collateralized preferred share") would generally apply in these circumstances. 


B85 a5 a newly incorporated corporation, it would not have a refundable dividend tax on hand balance. 


865+ esumably, the ASub promissory note would be distributed to Corporation A and the BSub 
promissory note would be distributed to Corporation B. 


87The Corporation AB shares would not typically be term preferred shares or taxable preferred 
shares and consequently ss. 112(2.1) to (2.4) and Parts VI.I and IV.I should not raise significant 
issues in the context of the winding-up of Corporation AB. 


88 Refundable dividend tax on hand (RDTOH) can give rise to issues in the context of a butterfly and 
sometimes must be carefully managed. See note 186. 


89 Many corporate statutes preclude a corporation from acquiring or holding shares of its holding 
body corporate. See, for example, s. 30(1) of the CBCA and s. 28(1) of the OBCA. Management of 
refundable dividend tax on hand may also preclude simplification of the steps. See note 186. 


2075 eliminate Corporation AB in this circumstance, it would repurchase its shares from each of 
Corporation A and Corporation B by issuing a promissory note. That note would be set off against 
the note issued on redemption of the voting preferred shares. 


21lThe schematic represents what is termed a double-wing butterfly (see §8.2.1(b)(i)) while the 


alternative is what is termed a single-wing butterfly (see §8.2.1(b)(ii)). 
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8.2.1 Types of Divisive Reorganizations 


There are two principal types of divisive reorganizations contemplated by section 55. Although 
there are significant differences between the two, some principles and themes are common to 
both types. 


2019 Thomson Reuters Canada Limited 
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(a) Section 55(3)(a) "Internal Butterfly" Reorganization 


Section 55(3)(a) provides that section 55(2) does not apply to a dividend arising on the 
redemption, cancellation or acquisition of a share to which sections 84(2) or (3) apply unless 
certain dispositions of property, or significant changes in interests in corporations, involving 
unrelated persons occur as part of the series of transactions or events that includes the 
dividend. This exemption accommodates divisive reorganizations within a related group and 
will be referred to here as, a "non-arm's length butterfly" or "internal butterfly.". Prior to the 
2016 amendments to section 55, section 55(3)(a) applied to cash dividends in addition to 
those arising under section 84(2) or (3) and the amendments have therefore substantially 
restricted the potential use of the section 55(3)(a) exception to section 55(2). 
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(b) Section 55(3)(b) Butterfly Reorganization 


Section 55(3)(b) is the principal rule governing divisive reorganizations where there are 
unrelated shareholders. It provides that section 55(2) does not apply to a dividend received 
in the course of a reorganization described in that section where the dividend is received on 
a permitted redemption. . A butterfly always involves a distribution of assets by a 
corporation to one or more other corporations owned directly or indirectly by some or all of 
the shareholders of the corporation that makes the distribution. However, there are several 
types of butterfly reorganizations. 


(i) Double-Wing Butterfly 


The type of divisive reorganization described at §8.2 involving Corporation AB is sometimes 
referred to as a double-wing butterfly. A double-wing butterfly always involves the winding- 
up of the distributing corporation following the distribution of all of its property among the 
shareholders. The divisive reorganization described at §8.2 is a true double-wing butterfly 
because there were in fact only two wings: one for A and one for B. If Corporation AB had 
had four 25% shareholders, each of whom undertook a series of steps like those undertaken 
by A, the butterfly could be said to have four wings but it would nonetheless be referred to as 
a double-wing butterfly. The distinguishing feature of a double-wing butterfly is the winding- 
up of the corporation that distributes its assets. 


(ii) Single-Wing Butterfly 


The variation on the divisive reorganization involving Corporation AB described at §8.2, 
wherein B remains a shareholder of Corporation AB which retains one-half of its assets, is 
commonly referred to as a single-wing butterfly. In that case, the distributing corporation 
remains in existence. Again, a single-wing butterfly may involve a transfer of assets to more 
than one corporation. What distinguishes it from a double-wing butterfly is the continued 
existence of the distributing corporation. So, if Corporation AB had four 25% shareholders of 
which three undertook a series of steps like those undertaken by A but the fourth simply 
remained a shareholder of Corporation AB, the butterfly could be said to have three wings 
but it would nonetheless be referred to as a single-wing butterfly. 


(iii) Split-Up Butterfly 


The butterfly described at §8.2 involving Corporation AB is sometimes referred to as a split- 
up butterfly because, immediately after the butterfly, each corporation to which assets were 
transferred has as its shareholders only some, but never all, of the shareholders that the 


distributing corporation had before the butterfly. Moreover, no shareholder of the 
corporation to which assets were distributed is permitted to also be a shareholder of another 
corporation to which assets were distributed or of the distributing corporation immediately 
following the butterfly. A split-up butterfly might be analogized to a divorce; that is, the 
distributing corporation has divided its assets among groups of shareholders, each group 
being shareholders of either the distributing corporation or one corporation to which certain 
of the assets previously held by the distributing corporation were transferred. 


(iv) Spin-Off Butterfly 


In contrast to a split-up, it is sometimes desirable to divide the assets of a corporation among 
several corporations but for all of its shareholders to continue to share in those assets. 


A butterfly in which each corporation to which assets were distributed has the same 
shareholders as the distributing corporation had immediately before the butterfly (with each 
such shareholder holding shares of each corporation in the same proportion as it held shares 
of the distributing corporation)22 is sometimes referred to as a spin-off butterfly — that is, 
one or more assets of the distributing corporation are spun off to a corporation owned by all 
of the distributing corporation's shareholders; those shareholders also remain shareholders 
of the distributing corporation. 


(v) Purchase Butterfly 


The term purchase butterfly refers to a type of butterfly that no longer qualifies for the 
section 55(3)(b) exemption but, prior to 1994, was a common transaction. 


A purchase butterfly could be effected in two principal ways. A corporation that was not a 
shareholder of a particular corporation might acquire shares of that corporation, either from 
treasury or from existing shareholders; the shares acquired would have a value equal to the 
value of assets owned by the particular corporation that the new shareholder wished to 
acquire. After the corporation acquired the shares, it would undertake a series of steps like 
that described at §8.2 to acquire the asset from the corporation. 


Alternatively, a corporation might undertake a butterfly to divide its assets among two or 
more corporations and, following the butterfly, the shareholders of one or more of the 
corporations would sell their shares to a purchaser. The sale of the shares of the new 
corporation was often a final step in the plan of arrangement undertaken to effect the 


butterfly.23 
(vi) Partial Butterfly 


The term "partial butterfly" describes a transaction in which a corporate shareholder 
acquires only its proportionate share of one type of property of the distributing corporation 
(rather than its proportionate shares of each type of property) and in exchange gives up only 
a portion of its distributing corporation shares. 


Prior to 1994, such transactions could be effected in reliance on the section 55(3)(b) 
exemption but they are no longer permitted. Consistent with the principle of a butterfly, a 
corporate shareholder must relinquish its entire interest in the distributing corporation in 


exchange for its pro rata share of the distributing corporation's property of each type.24 See 
§§8.4.1(c)(ii) and 8.4.1(d)(ii)(A). This is not to be confused with circumstances in which a 
particular shareholder of a distributing corporation effects a partial split-up of its interest in 
a distributing corporation within a controlled group. In appropriate circumstances, those 
transactions are permitted. See §8.3.1(e). 


FOOTNOTES 


925 discussed at §8.4.1(a) there is some flexibility around this where the distributing corporation 


has issued shares of a specified class. 


93 For a description of a purchase butterfly, see Michael A. Hiltz, "Section 55: An Update" in 
Selected Income Tax Aspects of the Purchase and Sale of a Business, 1984 Corporate 
Management Conference Report (Toronto: Canadian Tax Foundation, 1984), 40-46 at 44. 


24where a specified corporation undertakes a spin-off, the types of property test does not have to 


be satisfied but the corporate shareholder must relinquish its entire interest in the distributing 
corporation. See §8.4.3(a). 
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8.2.2 Undefined Terms 


Section 55 uses a number of terms that are not expressly defined in the Act but that must be 
given meaning if the relevant provisions are to be interpreted and applied. Some of these 
terms (like "reorganization") are only relevant to the section 55(3)(b) exemption. Others 
(like "significant interest") are relevant only to section 55(3)(a). Still others (like "series of 
transactions") are relevant to both. 
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(a) "Reorganization" 


Section 55(3)(b) only applies where the dividend was received in the course of a 
reorganization. Sections 55(3.1)(c) and (d) also refer to a time that is immediately after the 
reorganization in the course of which a distribution was made and the dividend was 
received. The word "reorganization" has not been the subject of significant judicial 
consideration in Canada. The English jurisprudence uses the word "reconstruction," which 
has been recognized as being synonymous with reorganization: for example, see R. v. 
Santiago Mines Ltd.22 A reorganization connotes the transfer of the undertaking or part of 
the undertaking of an existing corporation to one or more new corporations with 
substantially the same shareholders. 


In Kennedy v. Minister of National Revenue,2© one of the issues considered by the Court was 
whether a corporation's sale of the property in which it carried on its business to a 
shareholder and the subsequent rental by the corporation of that property from the 
shareholder would constitute a "reorganization of its business." Relying in part on the 
English jurisprudence, Mr. Justice Cattanach at the Trial Division described a 
"reorganization" as follows: 


If an undertaking of some definite kind is being carried on but it is concluded that this undertaking should 
not be wound up but should be continued in an altered form in such manner that substantially the same 
persons will continue to carry on the undertaking, that is what I understand to be a reorganization. It is 
that the same business is carried on by the same persons but in a different form.22 


The Federal Court of Appeal confirmed Cattanach J.'s analysis of the term "reorganization" 
but partially reversed the decision on other grounds. 


Everyone assumes that a butterfly constitutes a reorganization and support for that view is 
evident in section 55(3)(b) itself: "the dividend was received in the course of a 
reorganization in which a distributing corporation made a distribution and the distributing 
corporation was wound up or all of the shares of its capital stock owned by each transferee 
corporation were redeemed or cancelled." From this language, it seems clear that the steps 
to implement the distribution will constitute part of the reorganization: a distribution 
requires a direct or indirect transfer of property of a corporation to another corporation that 
is a Shareholder and a severance of the shareholdings between the distributing corporation 
and the shareholder corporation. See §8.4.1(a). But it is unclear what other surrounding 
transactions or events would also be encompassed within the term. Presumably the term 
"reorganization" has a narrower scope than the phrase "series of transactions or events" 
because sections 55(3.1)(b), (c) and (d) all preclude reliance on the butterfly exemption if 


transactions or events described in those provisions occur as part of the series of 
transactions that includes the distribution and the distributing corporation and transferee 
corporation are not related "immediately after the reorganization in the course of which the 
distribution was made." 


Before the 1994 amendments to section 55, CRA's views regarding the scope of the phrase 
"in the course of a reorganization" are based on the above-quoted passage from Kennedy 
and were outlined in 1989 by Mr. Hiltz: 


In our view, the limited Canadian jurisprudence which exists with respect to the meaning of the word 
"reorganization" suggests that a reorganization involves the continuation of a business in an altered form 
by substantially the same persons who previously carried it on. The application of this concept to 
paragraph 55(3)(b) would require that each shareholder-transferee retain its pro rata share of the 
property transferred to it by the particular corporation for some period.22 


In 1996, the CRA conceded that the 1994 amendments narrowed the meaning of 
reorganization in section 55 (although not in other provisions of the Act). In particular, CRA 
stated: 


. .we are of the view that the "reorganization" referred to in section 55 would normally include only 
transfers of property by the distributing corporation to its shareholders (or corporations related to its 
shareholders) and the cross-redemptions of shares or winding up of the distributing corporation. 


Thus the following transactions, occurring after a pro rata distribution and cross-redemption of shares, 
would normally not be considered to occur as part of the butterfly reorganization: 


1) an amalgamation of a transferee corporation with its parent; 
2) a winding up of a transferee corporation with its parent; 
3) a transfer of butterflied property by a transferee corporation; 
a) to another shareholder of the distributing corporation; 
b) back to the distributing corporation; 
Cc) to its subsidiary; 
d) to a third party. 
On the other hand, the reorganization would normally include all transfers of property by the distributing 
corporation to its corporate shareholders (or to corporations related to such shareholders), including 


taxable sales and dividends. 


It should be recognized that, while a transaction may not be viewed as occurring as part of the butterfly 
reorganization, it may nevertheless occur as part of the series of transactions.22 


Whether a transaction occurs in the course of a reorganization is considered by CRA to bea 
question of fact to be determined on a case-by-case basis. However, in CRA's view, 
transactions involving the distributing corporation and any of its shareholders and any form 
of distribution of property of the distributing corporation's property to such shareholders 
will ordinarily be considered to occur "in the course of a reorganization in which a 


distributing corporation made a distribution. "122 


FOOTNOTES 


23R vy; Santiago Mines Ltd., 1946 CarswellBC 63, [1947] 1 D.L.R. 642 (B.C. C.A.). 


96 Kennedy v. Minister of National Revenue, 1973 CarswellNat 169, 1973 CarswellNat 344, [1973] 


C.T.C. 437, 73 D.T.C. 5359 (Fed. C.A.), affirming 1972 CarswellNat 147, [1972] C.T.C. 429, 72 
D.T.C. 6357 (Fed. T.D.). 


97 hid. at 6362 [D.T.C.]. 


28 Michael A. Hiltz, "The Butterfly Reorganization: Revenue Canada's Approach" in Report of 
Proceedings, of the Forty-First Tax Conference, 1989 Conference Report (Toronto: Canadian Tax 
Foundation, 1990), 20:32-48, at 20:44. 


990, 16, "Revenue Canada Forum," in Income Tax and GST Planning for the Purchase, Sale and 
Canada-US Expansion of a Business, 1996 Corporate Management Tax Conference (Toronto: 
Canadian Tax Foundation, 1996) 24:1-20, at 24:17-18. 


100 cipra note 90. 
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(b) "Series of Transactions" 


The phrase "series of transactions" is of fundamental significance in section 55. Section 
55(2), the provision that, where applicable, treats dividends as proceeds of disposition or 
capital gains, uses it. Sections 55(3)(a) and (b), which contain the principal exemptions from 
section 55(2), are only available when, as part of the series of transactions or events that 
includes the dividend, none of a broad list of transactions or events occurs. Therefore, it is 
crucial to understand not only when the series of transactions begins and ends but also what 
transactions or events that occur during that period are considered to occur as part of that 
series of transactions or events. 


The phrase "series of transactions" is not defined in the Act, except to the extent that section 
248(10) provides that, for all purposes of the Act, a reference to a series of transactions or 
events is deemed to include any related transactions or events completed in contemplation 
of the series. This provision is generally viewed as expanding the scope of the common law 
meaning of the phrase. 


The English jurisprudence has considered the expression "series of transactions" in 
connection with the judicial anti-avoidance doctrine known as the step transaction doctrine. 
This doctrine was developed in the cases of WT? Ramsay Ltd. v. Inland Revenue 


Commissioners,‘21 CIR v. Burmah Oil Co. Ltd.122 and Furniss v. Dawson!22 but its scope 
was narrowed in the cases of Craven v. White, IRC v. Bowater, and Baylis v. Gregory, which 


were heard simultaneously and decided by the House of Lords.+% In these later cases, the 
House of Lords held that transactions would not be treated as a composite transaction or as 
a preordained series of transactions if at the time the transactions were entered into, it was 
not certain they would be carried through. Of all the judgments rendered by the law lords 
and judges of the Court of Appeal, perhaps the most succinct statement of the principle is 
that of Lord Justice Slade of the Court of Appeal: 


Normally, however, it seems to me that a transfer by A to B followed by a sale by B to C could not, on the 
ordinary meaning of words, be together described either as "one single composite transaction" or as "a 
preordained series of transactions" unless at the time of the first transfer C had been identified as a 
prospective purchaser, and all the main terms of the sale to him had at least in principle been agreed; if 
this is not so, they have to be regarded as independent transactions.122 


CRA has taken the position that the term "series of transactions" should be given the 
broadest possible interpretation. At a Round Table before the Manitoba Bar Association and 
Institute of Chartered Accountants on February 18, 1993, CRA made the following comment 
in reply to questions about transactions designed to purify a corporation in order to have the 


shares of the corporation qualify as "qualified small business corporation shares" as defined 
in section 110.6(1): 


Subsection 248(10) deems a series of transactions to include any related transactions or events 
completed in contemplation of the series. We are of the view that a preliminary transaction will form part 
of a series determined with reference to subsection 248(10) if, at the time the preliminary transaction is 
carried out, the taxpayer intends to implement the subsequent transactions constituting the series, and 
the subsequent transactions are eventually carried out. Thus, the preliminary and subsequent 
transactions will be part of a series even though at the time of the completion of the preliminary 
transaction the taxpayer either had not determined all the important elements of the subsequent 
transactions including, possibly, the identity of the other taxpayers involved or had lacked the ability to 
implement the subsequent transactions.126 [Emphasis added. ] 


As will be seen, the Canadian jurisprudence concerning the phrase appears to support much 
of this view. 


The leading Canadian tax case on the meaning to be attributed to the phrase "series of 


transactions or events" is OSFC Holdings Ltd. v. R422 There Justice Rothstein first 
considered the meaning to be given to the phrase at common law. In assessing that meaning, 
he adopted the House of Lords' approach, stating: 


Thus for there to be a series of transactions, each transaction in the series must be pre-ordained to 
produce a final result. Pre-ordination means that when the first transaction of the series is implemented, 
all essential features of the subsequent transaction or transactions are determined by persons who have 
the firm intention and ability to implement them. That is there must be no practical likelihood that the 


subsequent transaction or transactions will not take place.128 


However, Justice Rothstein also concluded that, assuming there was a series of transactions 
within the common law meaning of that phrase, section 248(10) has the effect of broadening 
that meaning. In other words, if there are pre-ordained transactions which are practically 
certain to occur, they constitute a common law series of transactions. However, section 
248(10) then applies to add to that series any related transactions or events completed in 
contemplation of the series. The related transactions need not be pre-ordained and need not 
be completed within a particular period of time. 


As long as the transaction has some connection with the common law series, it will, if it was completed in 
contemplation of the common law series, be included in the series by reason of the deeming effect of 
subsection 248(10). Whether the related transaction is completed in contemplation of the common law 
series requires an assessment of whether the parties to the transaction knew of the common law series, 
such that it could be said that they took it into account when deciding to complete the transaction. If so, 


the transaction can be said to be completed in contemplation of the common law series.122 


This view was endorsed by the Supreme Court of Canada in Canada Trustco Mortgage Co. v. 


R10 In considering the scope of the phrase "series of transactions" in the context of the 
general anti-avoidance rule in section 245, the Court said: 


The Federal Court of Appeal held, at para. 36 of OSFC, that this occurs where the parties to the 
transaction "knew of the .. . series, such that it could be said that they took it into account when deciding 
to complete the transaction." We would elaborate that "in contemplation" is read not in the sense of 
actual knowledge but in the broader sense of "because of" or "in relation to" the series. The phrase can be 


applied to events either before or after the basic avoidance transaction found under s. 245(3).411 


Nonetheless, as was recognized both in MIL (Investments) S.A. v. R442 and Copthorne 


Holdings Ltd. v. R113 the scope of the phrase is not without limit. In the former case, Bell J. 
stated: 


There must be a strong nexus between transactions in order for them to be included in a series of 


transactions. In broadening the word "contemplation" to be read in the sense of "because of" or "in 


relation to the series," the Supreme Court cannot have meant mere possibility, which would include an 
extreme degree of remoteness. Otherwise, legitimate tax planning would be jeopardized, thereby running 
afoul of the Court's clearly expressed goals of achieving "consistency, predictability and fairness."114 


In affirming the Tax Court decision, the Federal Court of Appeal in Copthorne suggested a 
strong nexus was not necessary: 


I am satisfied that Bell J. was correct in concluding that the language of the Supreme Court of Canada in 
... Canada Trustco that broadens the meaning of "in contemplation", as used in subsection 248(10), does 
not lead to the conclusion that the "mere possibility" of a connection between a series of transactions and 
a related transaction is sufficient to include that transaction in the series. On the other hand, I am not 
persuaded that the indicated broadening... as Bell J. suggests with his phrase "strong nexus", require an 
even closer connection between the transaction and the series than was required under the 
interpretation offered by Rothstein J.A. in OSFC. 


In my view if a series is a motivating factor with respect to the completion of a subsequent transaction, 
the transaction can be said to have been completed "in contemplation of the series" and a direct causal 


relationship between the series and the transaction ... need not be established. In my opinion, this 
115 


standard is reconcilable with the test as stated in OSFC and as broadened in Canada Trustco.—2 

Nonetheless the Tax Court judge in Copthorne Holdings Ltd. found a strong nexus between 
1993 transactions and the 1995 redemption and the Federal Court of Appeal agreed that 
that conclusion was open to her based on the record before her. At the Supreme Court of 
Canada, Rothstein J. agreed a strong nexus is not necessary, and that all that is required is a 
conclusion that the series was taken into account when the decision was made to undertake 
the related transaction. However, citing MIL Investments, he agreed the "because of" or "in 
relation to" test does require more than a "mere possibility" or a connection with "an 
extreme degree of remoteness." 


On the other hand, it is clear that to be considered part of the series, a specific subsequent 
transaction need not be identified. Thus, in Copthorne Holdings Ltd., the Court concluded 
that a share sale that occurred in 1993, resulting in a subsidiary of the taxpayer becoming its 
sister prior to an amalgamation of the two corporations and undertaken to preserve the 
substantial paid-up capital in the subsidiary that would otherwise disappear on the 
amalgamation, was part of the same series of transactions as a 1995 redemption of 
preferred shares by a successor by amalgamation to the subsidiary where the preserved 
paid-up capital eliminated the withholding tax. It was not relevant that at the time of the 
1993 transaction there was no precise knowledge of the method which would be eventually 
used to access the preserved paid-up capital. It was sufficient that the redemption was 
completed in contemplation of the 1993 share sale in the sense that knowledge of the prior 
preservation of paid-up capital was taken into account when completing the redemption. 


On the basis of the OSFC and Copthorne cases and section 248(10), the phrase "series of 
transactions" clearly has a potentially very broad scope. However, in determining whether a 
particular transaction is part of a series, it is unclear whether the only transactions to be 
taken into account are those that in some manner involve one or more of the proponents or 


initiators of the transactions that constitute a part of the common law series ("series 
participants") or whether a transaction undertaken by an independent actor, albeit with 
knowledge of the common law series, but with no involvement or knowledge of the series 
participants, should also be included. Put another way, if a public corporation undertakes a 
reorganization that includes a distribution and that reorganization is effected by a plan of 
arrangement, there would be little doubt that each of the transactions undertaken by the 
public corporation, the transferee corporations, and their respective shareholders, which 
are specifically effected by the plan of arrangement or arise under or as a result of related 
documentation (such as the arrangement agreement, asset transfer agreements, refinancing 
agreements, etc.) would constitute part of the series of transactions or events that includes 
the distribution and would constitute part of the common law series. The question is, 
however, whether other transactions undertaken without the knowledge or cooperation of 
the series participants (and perhaps without knowledge of transactions undertaken by other 
non-series participants) become part of the same series as the common law series by virtue 
of section 248(10). 


Taken literally, Justice Rothstein's language in OSFC suggests that that question should be 
answered affirmatively: if a particular person undertakes an independent transaction (in the 
sense that the transaction is undertaken without the cooperation or knowledge of the series 
participants) with knowledge of the common law series and that particular person took the 
common law series into account when deciding to complete the independent transaction, all 
the transactions should be considered part of a single series of transactions. However, in the 
OSFC and Copthorne cases, there was a direct connection between the pre-ordained series 
and the subsequent transaction. In OSFC the pre-ordained series established the 
partnership, the interests in which were the subject of the subsequent sale transaction and, 
although the subsequent sale transaction was neither pre-ordained nor practically certain to 
occur when the pre-ordained series was implemented, the pre-ordained series was 
undertaken with the express intention of undertaking one or more subsequent sale 
transactions. In other words, in the OSFC case, the motivation in undertaking the pre- 
ordained series was a subsequent transaction the details of which were not known but which 
subsequent transaction involved the direct participation of participants in the pre-ordained 
series. The same is true of the Copthorne case: transactions undertaken in 1993 to preserve 
the paid-up capital were motivated by the possibility of using that paid-up capital in a 
subsequent transaction the details of which were not known in 1993 but which, when 
undertaken, involved direct participation of those involved in the 1993 transactions. 


Where transactions are undertaken in the public market without the knowledge, 
cooperation, or participation of the series participants (and, but for any effect such 
transactions might have on the availability of an exemption from section 55(2), of no interest 
or consequence to such participants) it may be argued that such transactions should not be 
added to the common law series by section 248(10). Put another way, for purposes of 
determining the tax consequences to the series participants, a transaction undertaken by a 
particular person with neither the cooperation nor participation of the series participants 
should not be added to that common law series despite the fact that the particular person 
may have undertaken the transaction with knowledge of, and taking into account, the 
common law series. The series participants cannot be said to have taken such transactions 
into account. However, for purposes of determining the tax consequences of the series of 
transactions to the particular person, it presumably would be acceptable to add the 


transaction the particular person undertook to the common law series. 


Similarly, where more than one person undertakes what might be termed an independent 
transaction, the only appropriate conclusion would appear to be that their transactions 
collectively cannot be added to the common law series so that all such transactions taken 
together constitute a single series of transactions. While each such person might undertake 
its transaction with knowledge of the common law series, it presumably would have no 
knowledge about transactions undertaken by others and so could not take them into 
account. At most, it would seem acceptable to conclude that there were a number of 
separate series of transactions each of which includes the common law series and the 
transaction undertaken by a particular person but that each such series is relevant only for 
purposes of determining the tax consequences to the particular person—the only taxpayer 
who took the entire series of transactions into account. 


However, the limitations, if any, on the scope of section 248(10) have yet to be clearly 
delineated. Therefore extreme caution should be exercised in concluding that a transaction 
or event is not part of the series of transactions. For example, section 55(3.1)(b)(i) contains 
restrictions that extend to any specified shareholder of a distributing corporation or a 
transferee corporation. A person with a very small interest (or indeed no interest) in a 


corporation may be a specified shareholder of that corporation.1/£ While such a person may 
play no greater role in the transaction than the holder of a very small common share 
interest, because there are express limitations on what such a person may do as part of the 
series, it may be easier to draw any transactions they undertake into the expanded meaning 
of the phrase "series of transactions." 


While the CRA takes a broad view of the phrase "series of transactions," even CRA 
recognizes that there are some limitations to the expression. In connection with a question 
about the spin-off by a corporation of some of its assets to a new corporation as part of a 
long-term estate-planning objective, CRA made the following comments: 


It is our view that a transaction (the "preliminary transaction") would not ordinarily be considered to be 
completed in contemplation of a subsequent series of transactions or events which includes the death of 
an individual (the "subsequent series") merely because at the time of the preliminary transaction the 
individual has a general, remote expectation that he will eventually die. However, if at the time of the 
preliminary transaction, the death of the individual is imminent because of, for example, a then existing 
illness or impending danger, the preliminary transaction would ordinarily be considered to be completed 


in contemplation of the subsequent series. Accordingly, in the latter situation the subsequent series 
117 


would be deemed by subsection 248(10) to include the preliminary transaction. 
In general, an agreement that is conditional on a particular transaction or series of 
transactions occurring, and is entered into prior to that transaction or series occurring or 
during the course of the series, will be part of the same series of transactions as the 
particular transaction or series. What is harder to determine, and is a question of fact that 
depends on all the surrounding circumstances, is whether, in the absence of an explicit 
agreement, a subsequent transaction, not planned at the time of a particular series of 
transactions, will be considered part of that series. Undoubtedly, the CRA and courts will 
examine the surrounding circumstances carefully for evidence that the subsequent 
transaction, however undefined at the time of the particular transaction or series, could be 
said to be undertaken in contemplation of the particular transaction or series. The mere 
absence of an agreement at the time of the particular transaction or series clearly will not be 


sufficient to escape the conclusion that all transactions are part of a single series. 
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(c) "In Contemplation Of" 


The phrase "in contemplation of" is important in the context of the meaning of "series of 
transactions," a phrase central to section 55(2). However, it is also expressly used in section 
55. For example, section 55(3.1)(a) contains the phrase "in contemplation of and before." 
The phrase "in contemplation of" without the "and before" modifier also appears in the 
definitions of "permitted exchange" and "permitted redemption," and in sections 55(3.1)(b) 
(iii) and 55(3.2)(c). 


Historically, in attributing meaning to the phrase "in contemplation of," the words "and 
before" were considered implicit and thus there was no reason to believe the words "and 
before" in section 55(3.1)(a) added anything. However, that thinking has changed as a result 
of the jurisprudence. In the OSFC case, Rothstein J.A. had the following to say about the 
phrase "in contemplation of" in the context of section 248(10): 


Subsection 248(10) does not . . . say when the related transaction must be completed. Whether the 
related transaction is completed in contemplation of the common law series requires an assessment of 
whether the parties to the transaction knew of the common law series, such that it could be said that they 
took it into account when deciding to complete the transaction. If so, the transaction can be said to be 


completed in contemplation of the common law series.118 


In Canada Trustco the Court said: 


We would elaborate that "in contemplation" is read not in the sense of actual knowledge but in the 
broader sense of "because of" or "in relation to" the series. The phrase can be applied to events either 
before or after the basic avoidance transaction found under s. 245(3). As has been noted: 


It is highly unlikely that Parliament could have intended to include in the statutory definition of 
"series of transactions" related transactions completed in contemplation of a subsequent series of 
transactions, but not related transactions in the contemplation of which taxpayers completed a prior 
series of transactions. 


[D.G. Duff, "Judicial Application of the General Anti-Avoidance Rule in Canada: OSFC Holdings Ltd. v. The 
Queen," 57 1.B.ED. Bulletin 278, at p. 287.4129 


In Copthorne, the Supreme Court of Canada was asked to revisit this interpretation of 
section 248(10). In particular, the taxpayer argued a related transaction should only be part 
of a series where the series is contemplated at the time the prior related transaction occurs. 
In other words, Copthorne argued that section 248(10) operated prospectively only. While 
conceding that the more common use of the term "contemplation" probably is prospective, 
the Supreme Court concluded: 


The text and context of s. 248(10) leave open when the contemplation of the series must take place. 
Nothing in the text specifies when the related transaction must be completed in relation to the series. 
Specifically, nothing suggests that the related transaction must be completed in contemplation of a 
subsequent series. The context of the provision is to expand the definition of a series which is an 
indication against a narrow interpretation. 


In Trustco, the Chief Justice and Major J. explained that it is likely more consonant with the Parliamentary 
intention to read s. 248(10) both prospectively and retrospectively. 


The fact that the language of s. 248(10) allows either prospective or retrospective connection of a related 
transaction to a common law series and that such an interpretation accords with the Parliamentary 
purpose, impels me to conclude that this interpretation should be preferred to the interpretation 
advanced by Copthorne. 


Trustco is a recent decision of this Court. Reversing a recent decision "is a step not to be lightly 
undertaken" . . . and it is appropriate to reaffirm the Trustco interpretation of s. 248(10).422 


As these passages make clear, a particular action, transaction or event may be undertaken in 
contemplation of another action, transaction or event whether the particular action, 
transaction or event precedes or succeeds the other action, transaction or event. The 
particular action, transaction or event will be considered undertaken in contemplation of the 
other action, transaction or event where the latter is taken into account in undertaking the 
former. 


In the context of section 55(3.1)(a), CRA has generally interpreted the phrase "in 
contemplation of and before" consistently with this view. CRA views the phrase as 
prohibiting an acquisition of property only where there is some connection between the 
acquisition of the property and the subsequent butterfly.121 Consequently, it is not necessary 
for a corporation that is contemplating a butterfly reorganization to stand still until after the 
implementation of the proposed butterfly.122 If it can be established that the property would 
have been acquired regardless of whether a butterfly reorganization was undertaken, CRA 
normally will not consider the acquisition to have occurred in contemplation of the 
butterfly.422 Where the structure or timing of the acquisition is affected by considerations 
relating to the butterfly or where the acquisition of the property is conditional on completion 
of the butterfly, the acquisition will be considered to have occurred in contemplation of the 
butterfly.424 See further discussion at §8.4.3(c). 


FOOTNOTES 
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122 Harris, infra note 189, at 14:10. 
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(d) "Immediately Before" and "Immediately After" 


The terms "immediately before" and "immediately after" appear in a number of places in 
section 55. See, for example, the definitions of "distribution," "permitted exchange," "safe- 
income determination time" and "specified class" and sections 55(2), 55(3)(a) and (b), 
55(3.1)(c) and (d), and 55(3.2)(c). 


In the non-tax context, "immediately after" has been interpreted as meaning "from the 
moment of";422 the comparable phrase, "immediately following," has been given a similar 
interpretation. The courts have invariably interpreted the word "immediately" according to 
the context in which it is used. 


The phrase "immediately before" was considered in the context of section 70(5) in 
Mastronardi v. R.128 The issue was the fair market value, immediately before death, of the 
shares of a corporation owned by the deceased at the time of his death. The corporation held 
an insurance policy on the deceased that provided for a payment to it of $500,000 on his 
death. Under section 70(5), the deceased was considered to have disposed of the shares 
immediately before his death for their fair market value at that time. The issue was the 
proper meaning of the phrase "immediately before his death." The minister argued that 
“immediately before" in that context is equivalent to the instant of death. 


In his judgment, Gibson J. acknowledged that section 70(5) enacted a "two-step fiction": first, 
the taxpayer is deemed to have disposed of the subject property immediately before his or 
her death; second, he or she is deemed to have received proceeds of disposition equal to the 
fair market value of the property at that time. Gibson J. stated: 


The words "immediately before his death" in section 70 subsection (5) of the Income Tax Act should not 
be construed as meaning the equivalent of the instant of death; and also those words do not import a 
necessity of valuing capital property taking into account the imminence of death.422 


Thus, in this context, "immediately before" meant before the death and, in valuing the 
property at that time, the death (and resulting insurance payout) was to be ignored. 


The phrase "immediately before" was considered in the context of section 44 in Macklin v. 


R.128 In that case, the Court had to decide whether the replacement property rules in 
section 44 were applicable, which depended on whether a particular property was used in 
the business of farming immediately before the disposition. Several months passed between 
the cessation of farming and the disposition of the property. 


After quoting from a dictionary, Rothstein J. stated that the word "immediately" had more 
than one meaning: it could be intended to convey that something takes place instantly or 
that something follows closely or proximately. He pointed out that the replacement property 
rules themselves contemplated that the disposition could occur after the property ceased to 
be used in the former business. The strict reading of the word "immediately" advocated by 
the minister could lead to the conclusion that the property had to be in operation up to the 
moment of disposition which, in Rothstein J.'s view, did not make sense. He stated: 


In my view, the word "immediately" in the context of paragraph 44(1)(b) is not intended to specify a time 
in terms of a specific instant. I am of the opinion that it appears in paragraph 44(1)(b) to ensure that 
where taxpayers attempt to avail themselves of the relief provided by the replacement property 
provisions, that they do so for bona fide purposes consistent with the spirit and object of the provision. I 
cannot accept that the word "immediately" is included to catch taxpayers if the sequence of the property 
changing character and the disposition of the property is not in a particular order. Nothing in the 
paragraph indicates, and no rationale was put forward to suggest, that the word "immediately" is 
required to regulate the sequence of complicated steps that must be taken in such transitions. It seems to 
me to be unreasonable to expect taxpayers to ensure in all cases where they wish to avail themselves of 
the replacement property rules to defer recognition of capital gains, that disposition of property in 
connection with its development must take place before or, in any event, not one instant after the 
property changes in character from its prior business purpose, in this case farming, to the development 


purpose. That would not take account of the practical nature of transactions and particularly the 
129 


transaction in this case. It would not reflect commercial and economic reality.—= 

Like the courts, CRA interprets to the word "immediately" in the context of the provision 
where it is used. For example, in paragraph 7 of Interpretation Bulletin IT-126R2, dated 
March 20, 1995, CRA states that the phrase "immediately before the winding-up" in the 
context of section 88(1)(a) is to be interpreted as meaning "immediately before the 
particular disposition" in recognition of the fact that property may be distributed over a 
period of time. In the context of the phrase "immediately after the disposition of property" as 
used in sections 85(4) and (5.1) (as they read at the time), a taxpayer argued that the phrase 
"immediately after" did not mean instantaneously after or the moment after, but rather was 
intended to imply a relatively short time after the disposition. CRA disagreed on the basis 
that the taxpayer's meaning was equivalent to "at the end of the series of transactions or 
events."130 

Some provisions of the Act provide for a sequencing of times and use the word 
"immediately" to effect the sequencing. For example, section 111(4)(e) includes the phrase 


"immediately before the time that is immediately before that time."13! A similar sequencing 
is found in section 111(4)(f). Section 7(1.4) permits the deferral of a section 7 benefit where 
an employee stock option is exchanged for another stock option and certain conditions are 
met. Among the conditions is a requirement that the in-the-money-value of the new option 
“immediately after" the exchange be not more than the in-the-money-value of the old option 


"immediately before" the exchange.122 When used in that manner, it is clear that the word 
"immediately" is importing an instant in time. 


While the phrases "immediately before" and "immediately after" are not explicitly used in a 
sequencing manner in section 55, in many ways section 55 is premised on a sequencing of 
events. For example, the term "distribution" is based on the fair market value of the 
distributing corporation's shares owned by the transferee corporation "immediately before" 
the transfer. Where the butterfly is effected by a plan of arrangement, the distributing 


corporation's shares invariably are acquired by the transferee corporation only moments 
before the assets are transferred to the transferee corporation. A similar analysis would 
apply to the term "permitted exchange," which uses both "immediately before" and 
"immediately after." The definition of safe-income determination time uses the phraseology 
"the time that is immediately before the earliest disposition" and "the time that is 
immediately before the earliest time," both suggestive of a close sequencing. 


Moreover, section 55 recognizes that status may change during the course of a series of 
transactions. For example, section 55(3)(a) seeks to identify transactions or events involving 
a person or partnership that was an unrelated person immediately before the time at which 
the transaction or event occurs. If they are not unrelated persons at that time, it is irrelevant 
whether they subsequently become unrelated persons during the course of the series. 
Similarly, sections 55(3.1)(c) and (d) apply only if, immediately after the reorganization, the 
distributing corporation and the transferee corporation are not related. If they are related at 
that time, the provisions will not apply regardless of whether they cease to be related at 
some later time, or were not related at some earlier time, in the course of the series of 
transactions. By way of contrast, in the context of section 55(3.1)(b)(i)(C), a disposition by a 
specified shareholder of a distributing corporation share to a person related to the vendor is 
not prohibited unless the person ceases to be related to the vendor as part of the series. (See 
§8.4.3(d)(i)(c)) In other words, related status at the time of the disposition is not sufficient. 
Similar language is found in sections 55(3.1)(c)(i) and (d)(i). In those contexts, the status of 
the parties as related both at the time of the disposition and for the remainder of the series 
of transactions is relevant. The contrast in language reinforces the proposition that 
"immediately before" and "immediately after" as used in section 55 mean the "instant 
before" or the "instant after." 


Interpreting "immediately before" as the equivalent of the "instant before" is also consistent 
with the concepts of permitted redemption and permitted exchange in the context of a split- 
up butterfly. The latter concept requires a particular shareholder to transfer to a particular 
transferee corporation all of the shares of the distributing corporation it owns immediately 
before the distribution. However, the definition of "permitted redemption" contemplates 
that, in certain circumstances, a participant that owns both common shares and shares of a 
specified class that qualify for redemption, will be required to have the shares of the 
specified class redeemed before the distribution. Clearly, the redeemed shares cannot be 
included in the shares that the shareholder owns "immediately before the distribution." 


The only case which has touched on the phrase "immediately before" in the context of 
section 55 is VIH Logging.122 There Justice Woods effectively endorsed the view that, in 
section 55(2), the phrase means the instant in time before. Section 55(2) applies only if the 
purpose of the series is to reduce the capital gain that would have been realized had the 
share been disposed of "immediately before" the dividend. At the time of disposition, there 
was an accrued gain on the shares of $366,080. Although the dividend preceded the 
transaction that resulted in gain by only two days, the instant before the dividend was paid 
that gain did not exist. As a result, Justice Woods determined section 55(2) did not apply. See 
§8.1.4(b) for a discussion of the VIH Logging case. 


Thus, in the context of section 55, it appears clear that the phrases "immediately after" and 
"immediately before" should be interpreted to mean "the instant after" and "the instant 


before." 
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8.3 The Section 55(3)(a) Exemption 


Section 55(3)(a) contains the exemption from section 55(2) intended to accommodate 
certain divisive reorganizations or asset movements within a related group. This is not to say 
that the presence of persons who are not related is by itself problematic. Whether their 
presence presents an issue depends on how the reorganization affects them and how they 
participate, if at all. The exemption is available in respect of any dividend arising on the 
redemption, acquisition or cancellation of a share to which sections 84(2) or (3) apply, 
provided that, as part of the series of transactions that includes that dividend, none of the 
prohibited transactions or events described in section 55(3)(a) occurs.134 However, the 
section 55(3)(a) exemption will not be available in respect of a particular dividend if any of 
the transactions or events described in sections 55(3)(a)(i) to (v) occurs as part of the series 
of transactions that includes receipt of the particular dividend. 


Each transaction or event that occurs as part of the series that includes the dividend must be 
examined in the context of the prohibitions in each of sections 55(3)(a)(i) to (v). A particular 
transaction that is not prohibited by one section (and indeed may be expressly excepted 
from the prohibition in that section) may nonetheless result in the loss of the exemption 
because it is prohibited by one or more of the other sections. 


For purposes of sections 55(3)(a) and 55(3.01), the corporation that receives the dividend is 
the "dividend recipient" and the corporation that pays the dividend is the "dividend payer." 
These two terms, together with the term "unrelated person," are central to an understanding 
of section 55(3)(a). In a particular series of transactions there may be more than one 
dividend recipient and more than one dividend payer. Where this is the case, careful analysis 
of the application of section 55(3)(a) to each dividend will be required. 


Section 55(3)(a) provides that section 55(2) will not apply to any dividend deemed to be 
received by a corporation on the redemption, acquisition or cancellation of a share to which 
section 84(2) or (3) applies, provided that, as part of the series of transactions that includes 
receipt of the dividend, there was not at any particular time: 


1) a disposition of property to a person or partnership that was an unrelated person 
immediately before the disposition, other than: (i) money disposed of on payment of 
a dividend or on a reduction of the paid-up capital of a share; and (ii) property 
disposed of for proceeds that are not less than its fair market value: section 55(3)(a) 


(i); 


2) a significant increase in the total direct interest in any corporation of any person 
or partnership that was an unrelated person immediately before the particular time 
except any increase that occurs as a consequence of a disposition of shares of a 


corporation for proceeds that are not less than their fair market value: section 55(3) 


(a)(ii); 


3) a disposition, to a person or partnership that was an unrelated person 
immediately before the particular time, of shares of the dividend payer or property 
other than shares of the dividend recipient more than 10% of the fair market value of 
which was, at any time during the course of the series, derived from shares of the 
dividend payer: section 55(3)(a) (iii); 


4) a disposition, after the time the dividend was received, of shares of the dividend 
recipient or property more than 10% of the fair market value of which was, at any 
time during the course of the series, derived from shares of the dividend recipient, to 
a person or partnership that was an unrelated person immediately before the 
disposition: section 55(3)(a)(iv); or 


5) a Significant increase in the total of all direct interests in the dividend payer of one 
or more persons who were unrelated persons immediately before the significant 
increase: section 55(3)(a)(v). 


The focus of section 55(3)(a) is on identifying a significant increase in direct interests in 
corporations, dispositions of shares (or property deriving significant value from shares) of 
the dividend payer or the dividend recipient, and dispositions of other property for less than 
fair market value proceeds. Where the increase in interest is in favour of, or the disposition 
is to, an unrelated person, the section 55(3)(a) exemption will not apply unless one of the 
exceptions found in section 55(3)(a) is available. For this purpose, unrelated person has a 
special meaning, as discussed at §8.3.1(a). 


FOOTNOTES 
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(a) Unrelated Persons 


Unrelated person is defined in section 55(3.01)(a) as a person, other than the dividend 
recipient, to whom the dividend recipient is not related or a partnership any member of 
which (other than the dividend recipient) is not related to the dividend recipient. In all cases, 
whether a person or partnership is an unrelated person must be determined based on the 
relationship of that person or partnership to the dividend recipient. The dividend recipient is 
not itself an unrelated person. 


In examining a transaction or event to determine whether it is prohibited by section 55(3) 
(a), it is irrelevant whether the transaction in question is one to which the dividend recipient 
is a party. Moreover, the fact that all parties to the particular transaction are related to each 
other will not, by itself, result in the section 55(3)(a) exemption being available. For 
example, section 55(3)(a)(i) refers to a disposition of property (other than for fair market 
value proceeds) to a person or partnership that was an unrelated person immediately before 
the disposition. Assume that, as part of the series that includes the dividend, a person 
disposes of property to a corporation it controls such that two parties to that transaction are 
related persons within the meaning of section 251(2). However, if the person who acquires 
the property is not either related to the dividend recipient or itself the dividend recipient, 
the disposition of property will be to an unrelated person and, subject to the exceptions in 
section 55(3)(a)(i), will result in the loss of the section 55(3)(a) exemption. 


(i) Related Persons Generally 


The definition of related persons found in section 251(2), and the companion rules in 
sections 251(3) to (6) and section 252, apply when determining whether a person or 
partnership is related to the dividend recipient (and so is not an unrelated person) for 
purposes of section 55, except to the extent those rules are expressly modified for purposes 
of section 55(3)(a).432 


The basic rule for identifying related persons is contained in section 251(2). Thus, 
individuals connected by blood relationship, marriage, common-law partnership or adoption 
are considered related (section 251(2)(a)). The scope of those terms is delineated in section 
251(6). 


A corporation will be related to: (i) a person who controls it, where it is controlled by a single 
person; (ii) each member of a related group that controls it; and (iii) any person related to 
such a person or member (section 251(2)(b)). The term "related group" is defined in section 
251(4) as a group of persons each member of which is related to every other member. 


Two corporations will be related: (i) if they are controlled by the same person or group of 
persons; (ii) if each is controlled by a single person and those persons are related to each 
other; (iii) if one is controlled by one person and that person is related to any member of a 
related group that controls the other; (iv) if one is controlled by one person and that person 
is related to each member of an unrelated group that controls the other; (v) if any member of 
a related group that controls one is related to each member of an unrelated group that 
controls the other; and (vi) if each member of an unrelated group that controls one is related 
to at least one member of an unrelated group that controls the other (section 251(2)(c)). 


Two corporations may, therefore, be related to each other by virtue of either section 251(2) 
(b) or (c), and in some cases by virtue of both provisions. For example, if A Corp owns all of 
the shares of B Corp which in turn owns all of the shares of C Corp, all three corporations 
will be related. B Corp is related to A Corp because A Corp controls B Corp (section 251(2) 
(b)). C Corp is also related to A Corp because A Corp controls, albeit indirectly, C Corp 
(sections 251(2)(b) and 256(6.1)). C Corp is related to B Corp both because B Corp controls 
C Corp (section 251(2)(b)) and because C Corp is controlled by the same person as B Corp 
(section 251(2)(c)). 


For purposes of section 251(2), a person who owns shares in two or more corporations is, as 
shareholder of one, deemed to be related to himself, herself, or itself as shareholder of each 
other corporation (section 251(5)(c)). 


Section 251(5)(b) provides that, for purposes of determining whether persons are related, a 
person who has certain rights to acquire shares, to cause the redemption or cancellation of 
shares or to control or affect voting rights, should be treated as if those rights had been 
exercised in determining who controls the corporation. Thus, if Individual A owns 45% of the 
common shares of A Corp and convertible debt of A Corp, in determining whether Individual 
A is related to A Corp, unless the right to convert is not exercisable because it is contingent 
on the death, bankruptcy or permanent disability of an individual, Individual A is considered 
to own the A Corp common shares that would be issued if its debt was converted. This is the 
case without regard to whether the terms of the debt permit conversion at the time the 
determination is being made. 


However, in the context of section 55, it is usually beneficial to be a related person. The 
exemptions from section 55(2) found in sections 55(3)(a) and (b) permit related persons 
more flexibility in terms of transactions that may be undertaken as part of the series of 
transactions described in those provisions. Thus, in that context it is in the fisc's interest that 
a narrow scope be given to the term "related persons." Consistent with that interest, in 
determining whether persons are related for purposes of section 55, the provisions in 
section 251 are modified by section 55(5)(e). Moreover, strictly for purposes of section 
55(3.1)(b), section 55(3.2) contains additional modifying rules. See §8.4.3(d)(iv). 


While section 251(3) provides that two corporations related to the same corporation are 
deemed to be related to each other, it does not apply for purposes of section 55 (section 
55(5)(e)(iv)). Moreover, for purposes of section 55, related person status is to be determined 
without regard to section 251(5)(b) (section 55(5)(e)(iv)). 


Section 251 does not contain any express rules to assist in determining when a person is 
related to a trust. That gap is filled in the context of section 55; for that purpose, a trust and 


a person will be deemed not to be related persons with two exceptions. The first is that a 
corporation controlled by a trust will be considered related to the trust (section 55(5)(e)(iii)). 
Secondly, where a person is related to each beneficiary (other than a registered charity: see 
definition in section 248(1)) under a trust who is or may (otherwise than by reason of the 
death of another beneficiary under the trust) be entitled to share in the income or capital of 
the trust, the person and the trust will be deemed related to each other. For this purpose, a 
person is deemed related to himself, herself, or itself (section 55(5)(e)(ii)). 


Overlaying all of these modifying rules is the rule that deems siblings both not to be related 
persons and to deal with each other at arm's length for purposes of section 55 (section 55(5) 


(e)(i)). 


FOOTNOTES 


135 s¢¢ chapter 2 for a fuller discussion of the scope of the term "related person." 


2019 Thomson Reuters Canada Limited 
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(b) Dividend Recipient 


For purposes of section 55(3)(a), the dividend recipient is the corporation that receives the 
dividend. Only corporations are considered dividend recipients. Nonetheless, a dividend 
paid to an individual or trust may be relevant to determining whether the section 55(3)(a) 
exemption applies to a dividend received by a corporation as part of the same series of 
transactions. 


Where dividends are paid by more than one corporation or more than one corporation 
shares in a particular dividend, there may be more than one dividend recipient. Each 
dividend recipient must separately analyze whether its dividend is subject to section 55(2). 
Moreover, in considering whether the section 55(3)(a) exemption is available in respect of a 
dividend received by a particular dividend recipient, the limitations and conditions in section 
55(3)(a) must be read with reference to that dividend recipient. However, that is not 
sufficient. The limitations and conditions must also be read with reference to each 
corporation that is a dividend recipient as part of the same series of transactions or events. 
This may be illustrated by the following example. 


Example 8.8 


Assume that A Corp has three corporate shareholders: Col, Co2, and Co3, none of whom is related to the 
others. A Corp has only common shares outstanding of which Col owns 52% and Co2 and Co3 each owns 
24%. A Corp purchases for cancellation some of its common shares, giving rise to a deemed dividend and 
immediately thereafter Col purchases 4% of the A Corp shares from Co2 for cash equal to the fair market 
value of the shares. Assume the purchase and sale of shares is part of the series of transactions that 
includes the payment of the dividend. 


Each of Co1, Co2 and Co3 is a dividend recipient and each may be subject to section 55(2) in 
respect of the dividend it received from A Corp. In analyzing whether the section 55(3)(a) 
exemption applies to any of the dividends, the effect of Co2's sale of A Corp shares and the 
payment by A Corp of the dividend to the three shareholders would have to be considered 
separately for each dividend recipient. With respect to the dividend paid to Col, Co 1 is not 
an unrelated person—that is, it is the dividend recipient with respect to that dividend. 
However each of Co2 and Co3 are unrelated persons to Col in its capacity as dividend 
recipient. Similarly, with respect to the dividends paid to Co2 and Co3, Col is an unrelated 
person; that is, it is not related to the dividend recipient for those dividends. Finally, each of 
Co2 and Co3 is an unrelated person in the context of the other's dividend. 
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(c) Amalgamations and Windings-up 


For purposes of section 55(3)(a), a corporation formed by the amalgamation of two or more 
corporations is deemed to be the same corporation as, and a continuation of, each of the 
amalgamating corporations (section 55(3.01)(b)). 


Similarly, where one corporation has been wound up into another in circumstances in which 
section 88(1) applies, the parent is deemed to be the same corporation as, and a 
continuation of, the subsidiary (section 55(3.01)(c)). 


Without these provisions, steps might be taken to avoid a transaction being characterized as 
a prohibited transaction although it has the same practical effect as a prohibited 
transaction. 


For example, in the context of the section 55(3)(a) exemption, a sale of shares of the 
dividend recipient to an unrelated person following the dividend or a sale of shares of the 
dividend payer is a prohibited transaction if the sale is part of the series of transactions that 
includes receipt of the dividend. See §8.3.2. A corporation formed on an amalgamation is 
generally considered a new corporation for purposes of the Act. See §7.1. Thus, in the 
absence of section 55(3.01)(b), an amalgamation of the dividend recipient or dividend payer 
with a subsidiary followed by a sale of shares of the amalgamated corporation to an 


unrelated person would not necessarily be prohibited by section 55(3)(a).242 


Similarly, in the context of the section 55(3)(a) exemption, any transaction or event that 
results in a significant increase in direct interest in the dividend payer of one or more 
persons who are unrelated persons is prohibited by section 55(3)(a)(v). See §8.3.2(e). A 
corporation that is wound up ceases to exist. Thus, in the absence of section 55(3.01)(c), if 
the dividend payer were wound up into its parent, section 55(3)(a)(v) could no longer have 
application because the dividend payer would cease to exist. 


This provision is also relevant to a determination whether there has been a significant 
increase in the total direct interest in a corporation See §8.3.1(f). 


FOOTNOTES 


1427 might be prohibited if it were a sale for proceeds less than fair market value. 
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(d) Section 55(3.01): Proceeds of Disposition 


While sections 55(3)(a)(i) and (ii) prohibit certain transactions or events from occurring if 
reliance is to be placed on the section 55(3)(a) exemption, each of them contains exceptions. 
Section 55(3)(a)(i) excepts dispositions of property "disposed of for proceeds that are not 
less than its fair market value." Section 55(3)(a)(ii) excepts dispositions of shares of a 
corporation "for proceeds of disposition that are not less than their fair market value." The 
question that immediately arises is whether there is a difference between "proceeds" and 


"proceeds of disposition." It appears that the Department of Finance did not intend there to 
143 


be a difference. 

Proceeds of disposition is defined in section 54 to include such obvious items as the sale 
price of property sold, compensation for property expropriated and amounts payable under 
insurance policies for property damaged or destroyed. It expressly excludes amounts that 
would otherwise be proceeds of disposition to the extent they are deemed dividends by 
sections 84(2) or 84(3) and are not deemed not to be a dividend by section 55(2) or 88(2)(b) 
(ii): see paragraph (j) of the definition of "proceeds of disposition." 


This reflects the order of application of the various provisions of the Act. If a corporation 
purchases shares of its capital stock from a shareholder for a sale price that reflects fair 
market value, $100, but the shares have a paid-up capital of $75, then the proceeds of 
disposition to the shareholder would be $100 (the sale price) less $25 (the deemed dividend 
under section 84(3)). If that dividend is subject to section 55(2), the proceeds of disposition 
would not be reduced, but would remain $100. This is consistent with the policy of section 
55(2), which itself provides that a dividend subject to section 55(2) is deemed to be proceeds 
of disposition of the share (where the share is disposed of) except to the extent that it is 
otherwise included in computing such proceeds. 


Sections 55(3.01)(d) and (e) contain rules which modify the meaning of "proceeds of 
disposition" for purposes of section 55(3)(a). 


For purposes of section 55(3)(a), of proceeds of disposition are to be determined without 
reference to subparagraph (j)(i) of the definition in section 54. That subparagraph refers to 
dividends which are deemed to be proceeds of disposition under section 55(2)(b), that is ona 
redemption, acquisition or cancellation of the share under section 84(2) or (3). Thus, 
returning to the example above, although for all other purposes of the Act the shareholder's 
proceeds of disposition of the shares would be $100 where section 55(2)(b) applied to the 
deemed dividend, for purposes of determining whether the section 55(3)(a) exemption 


applies—that is, that none of the prohibitions in section 55(3)(a) applies—the proceeds of 
disposition are only $75. Thus, the exception from the prohibited transaction described in 
section 55(3)(a)(ii) that relies on a disposition of shares "for proceeds of disposition that are 
not less than their fair market value" would not apply to the redemption. 


In certain circumstances, section 93(1) permits a corporation resident in Canada to treat 
part of the proceeds of disposition of shares of a foreign affiliate as a dividend received from 
the foreign affiliate and to reduce the proceeds of disposition accordingly: see section 93(1) 
(a). For purposes of section 55(3)(a), proceeds of disposition will be determined without 
reference to section 93. Thus, a Canadian corporation may elect to treat part of the proceeds 
realized on a disposition of shares of a foreign affiliate as a dividend in the appropriate 
circumstances without that amount losing its character as proceeds of disposition for 
purposes of section 55(3)(a). 


Section 55(3.01)(e) applies only where a non-resident person disposes of property. In those 
circumstances, for purposes of section 55(3)(a), the non-resident will be deemed to have 
disposed of the property for proceeds of disposition that are less than fair market value, 
regardless of whether the non-resident in fact disposed of the property for fair market 
proceeds, unless either the gain or loss from the disposition of the property is included in the 
non-resident person's taxable income earned in Canada for the year in which the disposition 
occurs or, under the income tax law of the country in which the person is resident, the gain 
or loss is computed as if the property were disposed of for proceeds of disposition not less 
than fair market value and the gain or loss is recognized for purposes of those tax laws. 


By virtue of sections 2(3)(c), 115(1)(a)(@iii) and 115(1)(b), a gain realized by a non-resident on 
a disposition of property will not be included in the non-resident's taxable income earned in 
Canada unless the property is taxable Canadian property (see the definition in section 
248(1)) other than treaty-protected property (see the definition in section 248(1)). 


Consider the following example: 


Example 8.9 


Holdco, a US resident company, owns 100% of A Corp, a taxable Canadian corporation. Holdco's common 
shares are listed on the New York Stock Exchange. Holdco is owned as to 25% by Cayco, a corporation 
resident in the Cayman Islands. Cayco is not related to Holdco or any of its subsidiaries. The A Corp 
shares are treaty-protected property of Holdco—that is, any gain realized by Holdco on a sale of A Corp 
shares would be exempt from Canadian tax by virtue of the Canada-United States Income Tax 


Convention.1“4 The Holdco shares are not taxable Canadian property.142 Cayco sells all of its Holdco 
shares to an arm's length purchaser for a purchase price equal to their fair market value. 


Because the Holdco shares are disposed of by a non-resident who is not liable to tax in 
Canada on any gain it realizes and is not liable to tax in the country where it resides 
(Cayman Islands imposes no tax on capital gains), the Holdco shares will be considered to 
have been sold for less than fair market value proceeds for purposes of the section 55(3)(a) 
exemption. 


By way of contrast, if Holdco sold some of its A Corp shares for fair market value proceeds to 
an arm's length person, although Holdco would not be liable to Canadian tax on any gain it 
realizes (the A Corp shares being treaty-protected property to Holdco), if Holdco's gain for 
U.S. purposes is computed as if it sold the shares for proceeds not less than fair market 


value, and the gain is recognized for U.S. tax purposes, the proceeds of disposition would not 
be reduced for purposes of section 55(3)(a). 


The exceptions in sections 55(3)(a)(i) and (iii) require that the property in fact be disposed of 
for proceeds of disposition not less than fair market value. Where actual proceeds received 
are less than fair market value,1“® but the tax law of the country of residence treats the 
disposition as having occurred at fair market value for purposes of computing the gain for 
purposes of those laws, section 55(3.01)(e) does not assist. In other words, it can only apply 
to reduce proceeds of disposition in particular circumstances, never to increase actual 
proceeds of disposition to a higher amount. 


FOOTNOTES 


143 See Example 3 in the 1997 Technical Notes for s. 55(3.01) where the Department states a 
redemption of shares is not a disposition for fair market value proceeds. 


144 For this purpose, it has been assumed that Holdco's benefits under such treaty will not be 
limited Article XXIX-A of the Canada-United States Income Tax Convention. See Article XIII 
and Article XXIX-A of the Canada-United States Income Tax Convention. 


145 Shares of a non-resident corporation may be taxable Canadian property in certain 
circumstances. 


146 For example, because a rollover provision applies for Canadian tax purposes and the proceeds 
of disposition are therefore less than fair market value. 
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(e) "Series of Transactions" and "Immediately" 


Section 55(3)(a) requires a dividend recipient to identify each transaction or event in the 
series of transactions or events that includes the receipt of that dividend and to analyze it 
against each of the prohibited transactions or events described in sections 55(3)(a)(i) to (v). 
If one or more of those transactions or events are described in any subparagraph, the 
dividend recipient cannot rely on the section 55(3)(a) exemption for that dividend. In each 
case, to be relevant, the transaction or event must occur as a part of series of transactions or 
events as a part of which the dividend in question was received. 


Moreover, a transaction is only prohibited by section 55(3)(a) where it involves an unrelated 
person. Sections 55(3)(a)(i) to (v) require the status of a person as an unrelated person to be 
determined immediately before a specified time or event. Thus, the interpretation of the 
term "immediately" and the phrase "series of transactions" is of critical significance to the 
availability of the section 55(3)(a) exemption. See §8.2.2 for a discussion of the 
interpretation of these terms. 
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(f) Significant Increase in the Total Direct Interest 


The phrase "significant increase in the total direct interest" is not defined, but is used in 


each of sections 55(3)(a)(ii) and (v) 142 The phrase raises at least two interpretive issues: 
when is an increase in interest significant and what is meant by a direct interest in a 
corporation. 


In the context of the first issue, in 1981, Robertson said: 


The Department will generally review the transaction(s) or event(s) in terms of the absolute dollar 
increase in the interest in any corporation. However, in certain circumstances, the percentage increase 
may be more appropriate. For example, A Ltd. and B Ltd. each owns 50 per cent of Opco. B Ltd.'s interest 
in Opco is redeemed out by Opco having been financed by a bank loan. Although A Ltd.'s interest has not 
increased in absolute dollars, its interest in Opco has increased from 50 per cent to 100 per cent in 
percentage terms. The Department will, in this situation, review the increase in percentage terms.148 


This approach was endorsed in a Revenue Canada Head Office Memo in 1991.442 In 1998, 
CRA stated the following: 


In determining whether an increase in interest in a corporation is "significant" in the context of 
paragraph 55(3)(a), an analysis of the increase both in terms of an absolute dollar amount and on a 
percentage basis is required. Whether the dollar amount of the increase is significant depends, in part, on 
a comparison of the increase in relation to the dollar value of all interests in the corporation. However, we 
are of the view that a large increase in absolute terms may be significant even if it represents a relatively 
small portion of the total interests in the corporation. 


In many situations, there may be no increase in the value of a shareholder's interest in a company as 
expressed in dollars (for example, where shares owned by another shareholder are redeemed at fair 
market value); in such circumstances, it is our practice to compare the value of a person's interest in the 
corporation as a percentage of the value of all interest in the corporation immediately before the 
cancellation of the shares to the value of that person's interests in the corporation as a percentage of the 
value of all interests in the corporation immediately after the share cancellation.122 


However, a redemption of preferred shares may not result in a significant increase in the 
total direct interest of other shareholders even where the redeemed shares have significant 
value.t2! A conclusion about the significance of an increase in interest will be determined 
based on the particular facts and circumstances. 


In the context of a normal course issuer bid, CRA agreed that minority shareholders who did 
not tender to the bid would not enjoy a significant increase in interest although their 
percentage interest (but not the fair market value of their interest) in the corporation would 


increase asa result.122 


CRA has also suggested that an exchange of fixed value non-voting preferred shares for fixed 
value voting preferred shares would be a significant increase in total direct interest. 152 


The reference to a "direct interest" presumably means that an indirect interest would not 
qualify. That is, a shareholder of a parent corporation has a direct interest in that 
corporation but at best an indirect interest in any corporation of which the first corporation 


(or any of its subsidiaries) is a shareholder.4=4 A change to the shareholder's indirect 
interest would not seem to be encompassed within the phrase. CRA has, however, suggested 
on at least one occasion that an indirect interest would qualify, taking the position that a 
person who owns participating shares in a parent corporation has an interest in each 


subsidiary corporation.122 


Conceivably, however, an "interest in any corporation" is not limited to share interests. In 
this regard, Robertson said: 


The legislation does not refer to an interest in shares in any corporation and accordingly, could 
encompass debt in the corporation.15& 


Moreover, sections 55(3)(a)(iii) and (iv) expressly refer to the dispositions of shares, albeit 
only with reference to the dividend payer and the dividend recipient. This too suggests that 
the phrase total direct interest may be intended to encompass more than shares. 
Nonetheless, in interpreting the phrase, CRA generally seems to focus its attention on equity 
interests (for example, warrants and shares)—or equity-like interests (such as convertible or 
participating securities or interests). Thus, for example, in the context of an advance income 
tax ruling concerning a _ section 55(3)(a) reorganization, CRA apparently sought 
representations concerning a loan from an arm's-length financial institution: statements that 
the loan was not convertible into shares, that the shares of the dividend payer were not 
pledged as security for the loan, and that the interest on the loan was not dependent in 


whole or in part on profits or cash flow.422 This approach would seem consistent with the 
focus of section 55(2), accrued gains on shares. 


Section 55(3.01)(b) is also relevant to the analysis regarding whether there has been an 
increase in interest. It provides that for purposes of section 55(3)(a) a corporation formed on 
an amalgamation is deemed to be the same corporation as and a continuation of each 
predecessor. Thus, if a parent corporation amalgamates with its wholly-owned subsidiary, 
the shareholders of the parent corporation may be viewed as increasing their direct interest 
in the subsidiary as the amalgamated corporation is deemed a continuation of the 


subsidiary.428 


FOOTNOTES 


147 The phrase is not the same as the term "significant interest" although it does bear some 


similarities to it. That term is defined in various places in the Act. See, for example, ss. 34.2(1), 
80.01(2)(b), 142.2(2), and 207.01(4). All of those definitions focus on shares where concerned 
with a significant interest in a corporation, an interest as member of a partnership where 
concerned with a significant interest in a partnership, and an interest as beneficiary where 
concerned with a significant interest in a trust. 


148 Cupra note 21 at 81. 
149 Memorandum, CRA Document 911806 dated October 21, 1991. 


1507p] Conference 1998, Q. XXIII. See also Technical Interpretation, CRA Document 9725615, 
dated November 3, 1997. 


151ce¢ CRA Document 9M19190, APFF 1999 Roundtable, Q. 15 where CRA referred to a ruling 
that concluded that notwithstanding a redemption of preferred shares there was no increase in 
interest where the redeemed preferred shares were held by a shareholder that had de jure 
control and had been issued in consideration for property transferred to the corporation on a 
tax-deferred basis. See CRA Advance Tax Ruling 9817833, dated 1998 and CRA Advance Tax 
Ruling 2000-009383, dated 2000. However, for a contrary view, see also CRA Technical 
Interpretation 9725615, dated November 3, 1997. 


152566 Advance Income Tax Ruling, CRA Document 9710843, dated January 1, 1997. 
Representations were made about the maximum percentage interest of any minority 
shareholder and a significant shareholder proposed to sell a portion of its shares back to 
maintain its proportionate interest in the corporation. See also Advance Income Tax Ruling, 
CRA Document 9704023, dated January 1, 1997 dealing with a substantial issuer bid on an 
auction basis with a proportionate tender option which option was to be selected by the 
significant shareholder. 


153 ¢66 CRA Technical Interpretation 2000-0021445, dated May 25, 2000. 


154. c¢¢ the discussion at §9.2.2(e) and in particular the discussion of Army & Navy Department 
Store v. Minister of National Revenue, 1953 CarswellNat 226, [1953] C.T.C. 293, 53 D.T.C. 
1185 (S.C.C.). 


155 Se¢ CRA Document 9528185, dated October 30, 1995. Admittedly, in the circumstances, the 
position CRA adopted seemed to benefit the taxpayer: 


In the situation where shareholders of a corporation who deal at arm's length with the 
corporation (hereinafter referred to as "Parentco") acquire mirror shares of a wholly-owned 
subsidiary of Parentco (hereinafter referred to as "Subco") in exchange for their shares of 


Parentco, it is our view that the same interest in Subco (considered as a percentage or 
proportion of the shares of Subco) that will be acquired by them directly is already held by 
them indirectly through their ownership of the shares of Parentco. In addition, a so-called 
somersault transaction is one situation in which, for the purposes of subparagraph 55(3)(a) 
(ii), we will generally consider an increase in interest in terms of a percentage interest 
rather than in terms of a dollar amount. 


But see, CRA Technical Interpretations 9728595, dated October 31, 1997 and 9729235, dated 
January 20, 1998, in which CRA stated that where, as part of a series of transactions, three 
shareholders in a corporation acquire shares in a second corporation in the same proportion as 
their shareholdings in the first corporation, and property is transferred by the first corporation 
to the second, there would be a significant increase in interest in that second corporation by the 
shareholder that was not related to the other two or the first corporation. 


156 cupra note 21 at 81. 


157 jqvance Income Tax Ruling, CRA Document 9716313(E) dated January 1, 1997. See also CRA 
Document 9206080 dated February 23, 1992 where CRA suggested a participation in a 
phantom stock plan could be an interest in a corporation. 


158s¢¢ Comfort Letter from the Department of Finance dated April 20, 2005. 


2019 Thomson Reuters Canada Limited 
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8.3.2 Prohibited Transactions 


Each of sections 55(3)(a)(i) to (v) describes transactions or events that, if part of the series of 
transactions that includes the receipt of a dividend by a dividend recipient, will preclude the 
dividend recipient from relying on the section 55(3)(a) exemption for that dividend. A 
particular transaction or event may be prohibited by more than one provision or, while 
outside the scope of one provision on the basis of a specific exception contained therein, 
nonetheless may be encompassed within another provision. 


The transactions and events described in sections 55(3)(a)(i) to (v) are prohibited only when 
the relevant person is an unrelated person immediately before the prohibited transaction or 
event. So, for example, a disposition of shares of the dividend payer to a person who is not an 
unrelated person immediately before the disposition is not prohibited by section 55(3)(a)(iii), 
notwithstanding that, immediately after the disposition, or at some later time in the course 


of the relevant series of transactions, the person may become an unrelated person.422 


FOOTNOTES 


159 This conclusion is supported by the meaning to be given to the phrase "immediately before" in 
the context of s. 55. See §8.2.2(d). See also Technical Interpretations, CRA Document 9211635, 
dated June 16, 1992 and CRA Document 9641165, dated July 7, 1998, and Q. 15 at Corporate 
Management Tax Conference, 1996, supra note 91. 
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(a) Section 55(3)(a)(Gi)—Dispositions of Property 


With two exceptions, section 55(3)(a)(i) will preclude the application of the section 55(3)(a) 
exemption to a dividend received by a dividend recipient where, as part of the series that 
includes the dividend, there is a disposition of property to a person who is an unrelated 
person immediately before the disposition. It is not relevant that the dividend recipient 
neither disposes of nor acquires the property. The question to be answered is whether, as 
part of the series that includes a dividend received by the dividend recipient, property was 
disposed of by anyone to an unrelated person—that is, a person or partnership who is not the 
dividend recipient and is not related to the dividend recipient immediately before the 
disposition. If yes, the follow-up question is whether one of the two exceptions applies. 


The first exception concerns property disposed of for proceeds that are not less than the 
property's fair market value. Such a disposition, even if to an unrelated person, is not 


prohibited by section 55(3)(a)(i). 262 The application of this exception is illustrated by the 
following example: 


Example 8.10 


Pubco owns all of the shares of Sub1 and Sub2. Sub2 owns 75% of the shares of Sub3, with the balance 
owned by XCo with whom each of Pubco, Sub1, and Sub2 deals at arm's length. Sub2 wishes to sell its 
shares of Sub3 but will realize a significant gain. Sub1 has sufficient net capital losses to offset Sub2's 
gain. To access those losses, Sub2 transfers the Sub3 shares to Sub1 in exchange for Sub1 redeemable 
preference shares with a redemption amount equal to the fair market value of the Sub3 shares. A section 
85(1) election is filed so that Sub2 realizes no gain and Sub1 acquires the Sub3 shares with a cost equal 
to Sub2's adjusted cost base immediately before the transfer. Sub1 sells the Sub3 shares to an arm's 
length purchaser for cash and uses the cash to redeem the preference shares held by Sub2. The 
redemption results in Sub2 realizing a deemed dividend pursuant to section 84(3). Provided section 55(2) 
does not apply to that dividend, Sub2 will not realize a gain on the redemption of the preference shares. 
Moreover, Sub2 did not realize a gain on the disposition of the Sub3 shares to Sub1. Sub1's taxable 
capital gain on the sale of Sub3 shares was eliminated by applying its net capital losses. 


Because the result of the deemed dividend realized by Sub2 on Sub1's redemption of the 
preference shares is the reduction of a capital gain that would have been realized had the 
shares been sold for fair market value proceeds immediately before the dividend, the 


dividend will be subject to section 55(2) unless an exemption is available.26! In analyzing 
whether the section 55(3)(a) exemption is available, each transaction must be analyzed 
under section 55(3)(a)(i). Sub2 is the dividend recipient; each of Pubco, Sub1, Sub2 and 
Sub3 is related to the dividend recipient or is the dividend recipient and so is not an 
unrelated person. The only disposition of property to an unrelated person is the sale of the 


Sub3 shares by Sub1 but that disposition was for proceeds at least equal to their fair market 
value and thus is not prohibited by section 55(3)(a)(i).4&2 


The second exception concerns a disposition of money on payment of a dividend or on a 
reduction of paid-up capital. Invariably a dividend or distribution of capital results in a 


disposition of property by the payer+®2 but no consideration flows from the recipient in 


exchange for the dividend or reduction of capital.164 Dividends and payments on reductions 


of capital are made in favour of all holders of a class of shares+®2 and, in many cases, those 


holders will include unrelated persons. Consequently, a blanket denial of the section 55(3)(a) 
exemption any time a distribution was made to an unrelated person would have been too 
broad in scope. 


The application of this exception can be illustrated by modifying Example 8.10 as follows: 


Example 8.11 


Assume that, following the transfer of the Sub3 shares to Sub1, but before the sale of those shares to the 
arm's-length buyer, Sub3 purchases for cancellation some of the shares held its two shareholders, XCo 
and Sub1 as part of the series. The resulting deemed dividend involves a disposition by Sub3 of property 
(money) to XCo, an unrelated person. However, by virtue of the exception for money disposed of on 
payment of a dividend, this property disposition is not prohibited by section 55(3)(a)(i) and it therefore 
does not apply to deny Sub2 the right to rely on the section 55(3)(a) exemption in respect of the dividend 
arising on redemption of the Sub1 preference shares. 


Sub3's deemed dividend also results in each of Sub1 and XCo becoming a dividend recipient 
and each of them, being a corporation, could be subject to section 55(2) in respect of its 
share of that dividend. Sub1 is related to Pubco, Sub2 and Sub3 and therefore the analysis 
applicable to Subi's dividend is the same as that for Sub2: section 55(3)(a)(i) does not 
preclude application of the section 55(3)(a) exemption to its dividend. 


However, the same is not true for XCo. Each of Pubco, Sub1, Sub2, and Sub3 is an unrelated 
person to XCo. If XCo's receipt of the Sub3 dividend is part of the same series of transactions 
as the other transactions, to determine if XCo may rely on the section 55(3)(a) exemption, 
each transaction must be analyzed from XCo's point of view.482 Assuming it is a single 
series, XCo cannot rely on the section 55(3)(a) exemption because, as part of that series, 
there was a disposition of property to a person who is an unrelated person to XCo for 
proceeds less than fair market value.4&2 Of course, there may be other reasons why XCo is 


not subject to section 55(2) in respect of its dividend.188 


Section 55(3)(a)(i) has an extremely broad scope. It prohibits any disposition of property for 
proceeds of disposition that are less than fair market value as part of the series of 
transactions that includes the dividend, notwithstanding that the disposition does not itself 
have any direct impact on the transaction that gave rise to the dividend. For example, where 
one corporation acquires all of the shares of another corporation and subsequently wishes to 
reorganize the acquired corporate group, dividends arising in the course of such 
reorganization will not be eligible for the section 55(3)(a) exemption if the acquisition 
involves any dispositions of property for proceeds that do not equal fair market value, 
notwithstanding that none of the property in the acquired corporate group is transferred 
outside that group. This might arise because the shareholders of the acquired corporation 


are permitted to exchange their shares of the target for shares of the acquiring corporation 
on a tax-deferred basis. A reorganization of this nature is the subject of a Department of 


Finance comfort letter dated September 6, 2006.262 


FOOTNOTES 


160 However, the disposition would also have to be analyzed under each of ss. 55(3)(a)(ii), (iii), (iv), 
and (v). 


161 The preference shares have a cost to Sub2 equal to the amount elected under s. 85(1), which is 


less than their fair market value. 


162.ay) of the other property dispositions—that is, the disposition by Sub2 of the Sub3 shares and 
the Sub1 redeemable preference shares on the redemption, the disposition by Sub1 of the cash 
on the redemption and the disposition of the cash by the arm's-length purchaser to Sub1— 
although part of the series, were not dispositions to unrelated persons. Although Sub2 
transferred the Sub3 shares on a rollover basis to Sub1 in order to utilize Sub1's losses in 
respect of a subsequent disposition of the Sub3 shares, Sub2 and Sub3 are affiliated and 
therefore s. 69(11) would not apply. 


163 one exception is a stock dividend which does not involve a disposition of property by the 
dividend payer. 


164, exception may be a disposition of shares on redemption or purchase for cancellation. 
Where such a transaction results in a shareholder receiving a deemed dividend and a return of 
capital, the transaction will be excepted by the combined operation of ss.55(3)(a)(i)(A) and (B). 
See Technical Interpretation, CRA Document 5-971115, dated April 27, 1997. 


165k xcept where they arise on a redemption or purchase for cancellation of shares. 
166), receipt of the dividend, of course, may not be part of the series. 


167The disposition by Sub2 of the Sub3 shares to Sub1 is a disposition of property for proceeds of 
disposition that are less than fair market value (because of the s.85(1) election) and is 
intended to be prohibited by s. 55(3)(a)(i) in the context of XCo's dividend. 


168 Foy example, the dividend may not exceed XCo's safe income on hand vis-a -vis Sub3. See 


§8.1.5. 


169 The comfort letter is limited to the "specific circumstances described" and offers no assurance 
that an appropriate amendment will be made but states a recommendation will be made to the 
Minister of Finance that the amendment be made applicable to dividends received after 2005. 
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(b) Section 55(3) (a) (ii)—Significant Increase in Interest in a Corporation 


Section 55(3)(a)(ii) precludes a dividend recipient from relying on the section 55(3)(a) 
exemption if there has been a significant increase in the total direct interest in any 
corporation by any person or partnership who is an unrelated person immediately before the 
increase in interest, otherwise than as a consequence of a disposition of shares for proceeds 
of disposition that are not less than their fair market value. 


This provision obviously overlaps section 55(3)(a)(i)—that is, a disposition of property will 
sometimes result in a person or partnership increasing its direct interest in a corporation. In 
Example 8.10, in the course of the series of transactions, each of Sub1 and the arm's-length 
purchaser increased its interest in Sub3 from nothing to a 75% interest. In the latter case, 
the increase was as a result of a disposition for fair market value proceeds. In the former, the 
increase was enjoyed by a person other than an unrelated person. 


However, an increase in interest may occur without there having been a disposition of 
property. Consider the following example: 


Example 8.12 


Pubco has two significant shareholders, ShCol and ShCo2, each of which owns 14% of the Pubco 
common shares. Its remaining common shares are widely held with no other shareholder owning more 
than 5% of the Pubco common shares. ShCo2 also owns a $10,000,000 principal amount Pubco 
convertible debenture which, on conversion, permits it to acquire additional Pubco common shares with a 
current value of $15,000,000. The fair market value of the Pubco common shares exceeds their adjusted 
cost base to each of ShCol and ShCo2. ShCo2 converts the debenture and thereby increases its 
shareholding in Pubco to 20%. Pubco then purchases for cancellation some of its common shares pro rata 
to the shareholdings at a price equal to their fair market value. . Assuming all of these transactions would 
be considered part of the same series, each of ShCo1 and ShCo2 would have to consider whether section 
55(2) would apply to the dividend it received or whether the section 55(3)(a) exemption is available. 


The only dispositions of property in the series are the disposition of cash by Pubco on the 
purchase for cancellation of the common shares and the disposition of the common shares 
by the holders thereof. While some of the cash and the purchased shares were disposed of to 


persons who were unrelated persons vis-a-vis each of ShCo1 and ShCo2,122 those 
dispositions are expressly permitted by section 55(3)(a)(i). Neither the conversion of the 
debenture into shares nor the issuance of shares in satisfaction of the debenture is a 
disposition of property (see section 51 and paragraph (m) of the definition of disposition in 
section 248(1)). Consequently, the conversion is not a transaction described in section 55(3) 
(a)(i). However, as a result of the conversion, ShCo2 has increased its shareholding in Pubco 


from 14% to 20%. If that is considered a significant increase in its total direct interest in 


Pubco,2! then ShCol, a dividend recipient for whom ShCo2 is an unrelated person, could 


not rely on the section 55(3)(a) exemption. However, ShCo2 as dividend recipient would not 
be precluded by section 55(3)(a)(ii) from relying on the exemption for its share of the 
dividend; the dividend recipient is not an unrelated person to itself. 


Often it will be necessary to incorporate a new corporation to undertake a section 55(3)(a) 
reorganization and, as a result, the first shareholder will acquire an interest in that 
corporation without there having been a disposition of shares. CRA has stated that the 


issuance of a share on incorporation of a new corporation will generally not be considered to 
7 


be an event to which section 55(3)(a)(ii) applies.-+ 

Section 55(3)(a)(ii) refers to the total direct interest in any corporation and thus, like section 
55(3)(a)(i), has extremely broad scope. The September 6, 2006 comfort letter referred to in 
the context of section 55(3)(a)(i) suggests the facts described therein include circumstances 


in which it is appropriate that the section 55(3)(a) exemption apply and that section 55(3)(a) 


(ii) would also be amended accordingly.122 


FOOTNOTES 


170 For ShCo1, the unrelated persons are ShCo2 and all other Pubco shareholders. For ShCo2, the 
unrelated persons are ShCol1 and all other Pubco shareholders. 


171o¢ course, if the convertible debenture is itself an "interest in a corporation" for purposes of s. 
55(3)(a)(ii), then perhaps the "exchange" of that interest for shares does not constitute a 
significant increase in interest. Although the shares are voting (and the convertible debenture 
would not be), it may be that the movement from a 14% voting position to a 20% voting 
position would not be a significant increase in interest, particularly where there is another 
significant shareholder. CRA might take a different view if the conversion resulted in an 
acquisition of de jure voting control of the corporation, although arguably a change from 45% 
voting shareholder to 50.1% voting shareholder in a widely held corporation as a result of a 
conversion of a debenture should not be viewed as significant increase in interest. 


172 supra note 144, Q. 22. See also Technical Interpretation, CRA Document 9641165, dated July 


7, 1998. 


173 see note 162. 
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(c) Section 55(3)(a) Gii)—Dispositions of Shares of the Dividend Payer or Derivative 
Property 


Section 55(3)(a)(iii) requires the dividend recipient to determine whether there is a 
disposition of shares of the dividend payer, or property other than shares of the dividend 
recipient that, at any time during the series of transactions or events, derived more than 
10% of its fair market value from any combination of shares or debt of the dividend payer, to 
an unrelated person. If there is, the exemption in section 55(3)(a) is not available to the 
dividend recipient. Notably, there is no exception here for dispositions for fair market value 
proceeds; shares of the dividend payer or property that derives at least 10% of its value from 
such shares) are a special type of property in the section 55(3)(a) context 


This provision, in a sense, merely reiterates one of the key principles found in section 55(2), 
as may be illustrated by the following example: 


Example 8.13 


ACo owns 80% of the shares of Subcol and 100% of the shares of Subco2. Subco2 owns the remaining 
20% of the Subcol shares. ACo has a significant gain on its Subcol shares but no accrued gain on its 
Subco2 shares. ACo has no safe income on hand in respect of Subcol. ACo determines to sell a 20% 
interest in Subcol to an arm's-length purchaser for fair market value proceeds. Prior to doing so, ACo 
causes Subcol1 to purchase for cancellation some of its shares at a price equal to their fair market value, 
giving rise to a substantial deemed dividend. Subco2 also receives its proportionate share of the deemed 
dividend and uses it to purchase assets for its business for fair market value. 


Subcol1 is the dividend payer. None of the transactions (the disposition by Subcol and 
Subco2 of cash, the disposition by Aco and Subco 2 of shares of Subco 1, the disposition of 
assets by the person from whom Subco2 acquires assets, the disposition by ACo of Subcol 
shares to the arm's-length purchaser, and the disposition of cash by the arm's-length 
purchaser to ACo) is prohibited by section 55(3)(a)(i) or (ii). More accurately, each of those 
transactions is expressly permitted by those provisions. However, the Subcol dividend 
achieves a classic capital gains strip: it reduced Subcol1's cash balance and therefore both 
the value of the Subcol1 shares and ACo's gain on those shares. Consequently, to achieve the 
purpose of section 55(2), transactions involving dispositions of dividend payer shares to any 
unrelated person had to be prohibited. Section 55(3)(a)(iii) accomplishes that—the series 
includes a disposition of shares of the dividend payer (Subco2) which is prohibited by 
section 55(3)(a)(iii)(A), despite the fact that the disposition is for fair market value proceeds. 


Section 55(3)(a)(iii) extends to dispositions of property that derives more than 10% of its fair 


market value from shares of the dividend payer at any time during the series. This principle 
may be illustrated by modifying Example 8.13 as follows: 


Example 8.14 


Assume that at the start of the series, the Subcol shares represent 11% of the total value of Subco2's 
assets but, after Subcol pays its dividend, that percentage declines to 9%, the difference represented by 
the deemed dividend received. Subco2 uses the proceeds from the dividend to purchase an asset from 
Aco. Assume that, instead of selling Subcol shares, following the dividend, but as part of the series, ACo 
sells some of its Subco2 shares for fair market value cash proceeds. 


The sale of the Subco2 shares involves a disposition by the purchaser of cash and the 
disposition by ACo of the Subco2 shares, transactions specifically excepted from the 
prohibitions in sections 55(3)(a)(i) and (ii). However, at a particular time during the course 
of the series of transactions, the Subco2 shares derived more than 10% of their fair market 
value from shares of Subcol, the dividend payer, and the Subco2 shares were disposed of to 


a person who is not related!/4 to ACo, the dividend recipient. That transaction is prohibited 
by section 55(3)(a)(iii). It is irrelevant that, at the time of sale, the Subco2 shares derived 
less than 10% of their value from the shares of the dividend payer. 


In Example 8.13, there were two dividend recipients: ACo and Subco2. Section 55(3)(a)(ii) 
will exclude shares of the dividend recipient from the scope of derivative property. The 
Subco2 shares are shares of a dividend recipient but, in the context of ACo's dividend, only 
ACo is to be considered a dividend recipient. Thus, the exception for sales of shares of the 
dividend recipient will not assist ACo qua dividend recipient. In analyzing Subco2's 
dividend, however, Subco2 is the dividend recipient and ACo's sale of the Subco2 shares is a 
disposition of shares of the dividend recipient and is therefore excepted from derivative 


property in the context of that dividend.122 


FOOTNOTES 


17475 the purchaser entered into an agreement to purchase more than 50% of the Subcol shares, 
ACo, Subcol1 and Subco2 would be related to the purchaser for many purposes of the Act by 
virtue of s. 251(5)(b). However, s. 251(5)(b) does not apply for purposes of determining 
whether a person or partnership is an unrelated person for purposes of s. 55(3)(a). See s. 55(5) 


(e)(iv). 


175 However, as seen at §8.3.2(d), certain dispositions of shares of the dividend recipient are 
prohibited by s. 55(3)(a)(iv). 
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(d) Section 55(3)(a)(iv)—Dispositions of Shares of the Dividend Recipient or 
Derivative Property 


Section 55(3)(a)(iv) is the companion provision to section 55(3)(a)(iii) but is concerned with 
dispositions of shares of the dividend recipient (or of property that at any time during the 
course of the series derived more than 10% of its fair market value from such shares) to a 


person or partnership who is an unrelated person.126 However, there is one significant 


difference between the two provisions: only dispositions that occur after the dividend is 
received are relevant to section 55(3)(a)(iv). 


This principle may be illustrated by modifying Example 8.13 as follows: 
Example 8.15 


Assume that ACo is a public company and 51% of its shares are owned by Parentco. The remaining shares 
are widely held. Assume further that, at the commencement of the series, the ACo shares can be said to 
derive 15% of their fair market value from the Subco2 shares and 8% of their fair market value from the 


Subcol shares.4/Z At no time do the Subco2 shares derive more than 10% of their value from the Subco1 
shares. As part of a single reorganization, ACo intends to sell some of its Subco2 shares to an arm's- 
length purchaser and its Subcol shares to Parentco, in each case for fair market value proceeds. ACo 
causes Subcol to purchase the shares for cancellation and pay the dividend immediately before the share 
sales. Immediately after the share sales, Parentco sells 5% of its ACo shares to an arm's-length purchaser 
on the public market. That sale is part of the series of transactions that includes payment of the Subcol 


dividend.128 


ACo and Subco2 are each dividend recipients and Subcol is the dividend payer. The sale of 


the shares of the dividend payer (Subco1) is to a person (Parentco) who is related to each of 


ACo and Subco2 at the time the shares are sold, and thus is not an unrelated person.122 


Consequently, that disposition is not precluded by sections 55(3)(a)(i), (ii), (iii), or (iv) and 
does not result in ACo or Subco2 losing the benefit of the section 55(3)(a) exemption. 


However, Subco2, in its capacity as dividend recipient, is precluded from relying on the 
section 55(3)(a) exemption by virtue of section 55(3)(a)(iv): after receipt of the dividend 
there is both a disposition of shares of the dividend recipient (the Subco2 shares by ACo) and 
a disposition of property that derives more than 10% of its value from shares of the dividend 
recipient (the ACo shares by Parentco), in each case to an unrelated person. 


When looking at ACo in its capacity as dividend recipient, a different analysis applies. The 
Subco2 shares are neither shares of the dividend recipient nor property that derives any 


value from shares of the dividend recipient, and thus ACo's sale of those shares is not 
addressed by section 55(3)(a)(iv). However, Parentco's sale of ACo shares is a disposition of 
shares of the dividend recipient that occurs subsequent to payment of the dividend and thus 
precludes ACo from relying on the section 55(3)(a) exemption for its share of the Subcol 
deemed dividend. The section 55(3)(a) exemption does not apply notwithstanding that the 
dividend had no effect on the capital gain, if any, realized by Parentco on the sale of the Aco 


shares: the dividend was paid to Aco but not to Parentco and thus did not affect Parentco's 
180 


gain. 
If the sales of dividend recipient shares had preceded the dividend payment, they would not 
be relevant to the section 55(3)(a)(iv) analysis in respect of ACo's share of the Subcol 
dividend. 


FOOTNOTES 


176 The facts addressed in the September 6, 2006 comfort letter expressly stated that at no time in 
the course of the series of transactions did the shares of the acquiring corporation or the 
shares of the acquired corporation transferred to the acquiring corporation derive more than 
10% of their value from the shares of the dividend recipient. See note 162. 


177 this would include both the Subcol shares owned by it directly and those owned by Subco2, as 
both would presumably contribute to the value of the ACo shares. 


178 while assumed to be so for purposes of this example, it might be possible to successfully assert 
that a sale in comparable circumstances is not part of the series of transactions that includes 
the dividend. See §8.2.2(b) for a discussion of the scope of the phrase "series of transactions." 


179 The fact that they cease to be related as a result of Parentco's sale of 5% of the ACo shares, 
reducing its ownership below 50% is not relevant as the relevant time is immediately before 
the disposition. 


180The only "benefit" to Parentco is that its purchase price of the Subcol shares was presumably 
reduced because of the dividend. 


2019 Thomson Reuters Canada Limited 
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(e) Section 55(3)(a)(v)—Significant Increase in Direct Interest in Dividend Payer 


Section 55(3)(a)(v) will preclude application of the section 55(3)(a) exemption if there has been a 
significant increase in the total of all direct interests in the dividend payer of one or more persons 
or partnerships that were unrelated persons immediately before the time at which the increase in 
interest occurs. While section 55(3)(a)(ii) is also concerned with significant increases in interest 
in corporations, unlike that provision, section 55(3)(a)(v) contains no exceptions. That is, the real 
effect of section 55(3)(a)(v) is to remove from section 55(3)(a)(ii) the exception for increases that 
arise as a consequence of a disposition of shares for fair market value proceeds where the shares 
in question are shares of the dividend payer. 


Section 55(3)(a)(v) also has significant overlap with section 55(3)(a)(iii): a significant increase in 
the direct interest in the dividend payer may result from a disposition of shares of the dividend 
payer—something precluded by the latter provision. However, as discussed at §8.3.2(b) with 
reference to section 55(3)(a)(ii), an increase in interest may result without a disposition of 
property occurring. 


01 JUL 2023 PAGE 681 
Taxation of Corporate Reorganizations Third Edition 
8 — CAPITAL GAINS STRIPS AND DIVISIVE REORGANIZATIONS 
8.3 The Section 55(3)(a) Exemption 
8.3.2 Prohibited Transactions 
(f) GAAR Issues 


(f) GAAR Issues 


The 2016 amendments to section 55(3)(a) limiting its application to deemed dividends arising 
under section 84(2) or (3) raise questions about the potential application of the general anti- 
avoidance rule in section 245 where what, prior to April 21, 2015, would have been a cash 
dividend is paid by causing the dividend paying corporation to redeem or purchase for 
cancellation some of its shares. The examples above are designed to illustrate the limitation of the 
section 55(3)(a) exemption to deemed dividends but do not take into consideration the possible 
application of the GAAR. 
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8.4 The Section 55(3)(b) Exemption 


Section 55(3)(b) contains the exemption from section 55(2) intended to accommodate divisive 
reorganizations where there are unrelated shareholders, that is, butterfly reorganizations. The 
principle of the butterfly is that a corporate shareholder (the transferee corporation) must in 
effect exchange (or relinquish) its distributing corporation shares for a pro rata share of the 
distributing corporation's assets. However, the exchange is not a direct one because, to defer tax 
on inherent gains, the distributing corporation's assets are typically transferred to the transferee 
corporation on a rollover basis: i.e., in consideration for shares of the transferee corporation. The 
distributing corporation and the transferee corporation then own shares in each other. To 
complete the exchange of shares for assets, each corporation redeems or purchases for 
cancellation the shares held by the other. 


The section 55(3)(b) exemption has existed in various forms for more than twenty-five years. 
However, in 1994 the provision was completely overhauled to significantly narrow its scope. Prior 
to the 1994 amendments, a corporation could in effect redeem shares by transferring assets to a 
corporate shareholder on a tax-deferred basis. Moreover, a purchaser of assets could acquire 
assets on a tax-deferred basis simply by acquiring shares of the distributing corporation with a 
value equal to the net value of the assets to be purchased and in effect then exchanging the 
shares for those assets on a butterfly. The purchaser might acquire shares by subscription from 
treasury or by purchasing them from existing shareholders. This was seen as inappropriate and 
led to the addition to the Act, effective in 1994, of significant restrictions on the types of 
transactions or events that may occur as part of the series of transactions or events that includes 
the distribution. The technical notes that accompanied the draft legislation included the following 
statements: 


A number of changes are made to section 55. The main purpose of these changes is to limit the tax-deferred 
distribution of assets by a corporation to its corporate shareholders to those situations in which there is a 
certain degree of continuity of interest in the underlying assets of the corporation. This means that the tax- 
deferred distribution will generally be available only where no one has acquired a direct or indirect equity 
interest in the distributing corporation in contemplation of the distribution and there is a continuity of interest, 
after the distribution, in the distributed assets by the shareholders of the transferee corporation and in the 
remaining assets of the distributing corporation by the remaining shareholders of the distributing corporation. 
More particularly, paragraph 55(3)(b) of the Act will accommodate the tax-deferred division of one corporation 
into two or more corporations the shares of which continue to be owned by the shareholders of the original 
corporation and the tax-deferred division of a corporation's assets among its corporate shareholders so as to 
enable them to carry on separately the businesses and activities that were previously carried on by them in 
common through the corporation. 


The main effect of these changes is to eliminate the tax advantages that previously could be obtained by 
structuring a sale of corporate assets as a so-called "purchase butterfly" reorganization... Where a dividend that 
would otherwise qualify for the butterfly exemption in paragraph 55(3)(b) of the Act is received as part of a 
series of transactions or events that satisfies any of the conditions set out in subsection 55(3.1) of the Act, the 
butterfly exemption will not be available to protect the dividend from the application of subsection 55(2) of the 
Act.... 


A purchase butterfly reorganization was designed to eliminate or minimize tax on a sale of 
corporate assets or an interest therein. It typically involved a transfer by a distributing 
corporation of a portion of its assets on a tax-deferred basis to one of its corporate shareholders 
as part of a series of transactions or events that resulted in shares of the capital stock of the 
distributing corporation or the transferee corporation being owned by one or more persons who 
were not shareholders of the distributing corporation at the beginning of the series. See §8.2.1(b) 


(v). 


A key principle embodied in the butterfly rules since 1994 has been a significant continuity of 
interest of the corporation's shareholders in the corporation's assets throughout the series of 
transactions. To accomplish that, several conditions are imposed. 


The relevant shareholders are those at the time the distribution occurs and they must be 
corporations—either an existing corporate shareholder or a new corporation established to 
acquire distributing corporation shares from existing shareholders, but in exchange for shares of 
its capital stock so that such shareholders continue to have an indirect interest in the distributing 
corporation (as shareholders of the new corporation). The distributing corporation's assets must 
be divided proportionately among the corporate shareholders based on their shareholdings in the 
distributing corporation and each such shareholder must receive its proportionate share of each 


type of property owned by the distributing corporation immediately before the distribution.484 


Each such corporate shareholder must relinquish its entire share interest in the distributing 
corporation in exchange for the distribution of assets to it by the distributing corporation. Of 
course, if it were possible to manipulate the types of property (see discussion at §§8.4.2 and 
8.4.3(c)) or the shareholders' interests either prior to or following the distribution, these 
principles would be easily undermined. The provisions in section 55(3.1) are intended to ensure 
that these principles are respected. 


For the section 55(3)(b) exemption to be applicable to a dividend received in the course of a 
reorganization, a number of things described in section 55(3)(b) must occur. A distributing 
corporation must make a distribution to one or more transferee corporations in the course of the 
reorganization. Typically shares of the distributing corporation are acquired by the transferee 


corporation immediately prior to the distribution.482 Any such acquisition must constitute a 
permitted exchange. The distributing corporation must be wound up or all of the distributing 
corporation shares owned by each transferee corporation immediately before the distribution 
must be redeemed or cancelled otherwise than in an exchange to which section 51(1), 85(1), or 
86.1 applies. Finally, only dividends received on a permitted redemption in relation to the 
distribution or on the winding-up of the distributing corporation are eligible for the section 55(3) 
(b) exemption. 


While section 55(3)(b) describes what must occur, each of sections 55(3.1)(a), (b), (c), and (d) is 
concerned with transactions and events that cannot occur as part of the same series of 
transactions if the section 55(3)(b) exemption is to apply. These provisions embody the continuity 
of interest principle. However, many of those restrictions are themselves inapplicable when the 
relevant transaction occurs pursuant to a permitted acquisition, permitted exchange, or 
permitted redemption. 


While the emphasis of the discussion in this chapter is section 55, every butterfly reorganization 
involves many transactions and the tax consequences of each must be carefully considered. For 
example, shares and assets will typically be transferred on a rollover basis relying on section 
85(1) or 85.1.483 Sometimes there will be a reorganization of capital before the distribution to 
which either section 51 or 86 may apply. Stock options, warrants, and debt obligations may have 


to be amended or reorganized. The shares of the distributing corporation and transferee 
corporation owned by the other will be purchased for cancellation giving rise to deemed 
dividends under section 84(3). In addition to section 55(2), other avoidance provisions in the Act 
(including those mentioned at §8.2) will also have to be considered. 


This chapter does not deal with any of these issues in any meaningful way. However one issue 
relating to the cross-redemption of shares is worth mentioning here. 


CRA recognizes that in certain cases the aggregate fair market value of the issued shares of the 
distributing corporation may differ from the aggregate net fair market value of its assets. As a 
result of the requirement that the distributing corporation distribute each type of property 
proportionately to its shareholders, this inequality in value may result in a discrepancy between 
the aggregate fair market value of the shares of the distributing corporation held by a transferee 
corporation and the fair market value of the shares received by the distributing corporation as 
consideration for the transfer of property.484 In these circumstances, there is a risk that section 
80(1) could apply on the setoff and cancellation of the notes issued on the cancellation of the 
cross-shareholdings. Conversely, if the application of section 80(1) is avoided by settling the 
cross-shareholdings with equivalent value consideration, there is a risk that a benefit under 
section 15(1) may be conferred on one of the parties to the reorganization. In CRA's view, 
compliance with the pro rata test is the paramount requirement and, therefore, neither section 
15(1) nor 80(1) would normally apply in these circumstances. Further, CRA has stated that it will 
generally not interpret other provisions of the Act so as to render satisfaction of the pro rata test 


impractical.182 


As is readily apparent, the butterfly exemption is heavily dependent on terminology. While section 
55(1) defines many of the terms used in sections 55(3)(b) and (3.1), a number of terms are not 
defined and have not been the subject of significant judicial commentary. CRA has developed 
significant administrative guidelines concerning the provisions, some of which are difficult to 
reconcile with (or discern from) the statutory language. Understanding all of these terms and the 
application of the CRA practice is critical to understanding the butterfly exemption. 


It is because of the significant CRA practice and the breadth of meaning attributed to many terms 
and phrases in section 55(3)(b) and the related provisions that the almost universal practice is to 
recommend that taxpayers proposing a butterfly reorganization, particularly where the 
corporations include public corporations with many shareholders, obtain the benefit of an 
advance income tax ruling. 


Where a butterfly does not qualify for the section 55(3)(b) exemption, the penalty is significant. 
The distribution of property by the distributing corporation invariably involves at least two 


dividends:18© one received by the transferee corporation on the repurchase of shares by the 


distributing corporation and one received by the distributing corporation on redemption by the 
transferee corporation of the shares issued in consideration for the distributed property. If the 
butterfly exemption is not available, both of these dividends may be subject to section 55(2)487 in 
which case the inherent gains on the distributing corporation shares and on the distributed assets 
are each treated as a capital gain—but there is no commensurate step-up in the cost of the shares 
issued in exchange or in the distributed assets. The desire to avoid this significant penalty is 
another reason that advance income tax rulings are almost invariably sought prior to 
implementing a butterfly. 


FOOTNOTES 


181. cupject to relief from the types of property requirement in the case of a spin-off butterfly 
undertaken by a public corporation, or a wholly-owned subsidiary of a public corporation, that 
satisfies certain conditions. See §8.4.3(a). 


182 special rules may apply to shares of a specified class. 


183 Where a transaction qualifies for the s. 55(3)(b) exemption from s. 55(2), some benefits are available 


with respect to property transferred. See for example, Regulation 1100(2.2) (exception from half- 
year rule). Regulation 1101(1lad) (exception to separate class rule for rental property) and 
Regulation 1102(14) (preservation of class) and s. 256(7)(a)(i)(E). 


184 For example, the distributing corporation's shares may have a total market value of $100 million 
despite the fact its net asset value is $105 million. In those circumstances, the transferee 
corporation that owns distributing corporation shares that are worth $10 million (or 10%) would 
issue preferred shares with a redemption value of $10.5 million in exchange for the assets, with a 
net value of $10.5 million (or 10% of the net value of all of the distributing corporation's assets), 
transferred to it by the distributing corporation. On the cross-cancellation of shares, distributing 
corporation would issue a note with a $10 million principal amount but the transferee corporation 
would issue a note with a $10.5 million principal amount. 


185 For a detailed discussion of the issues raised by ss. 15(1) and 80(1), see the examples set out by 
Hiltz, supra note 90. 


1861f there is more than one transferee corporation there will be more than two dividends. Typically for 
every transferee corporation there will be two dividends: one deemed received by the distributing 
corporation from that transferee corporation and one deemed received by that transferee 
corporation from the distributing corporation. 


187 Where the butterfly exemption is not available because of s. 55(3.1)(c) or (d), not all dividends 
become subject to s. 55(2). See §8.4.3(e). 
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(a) Distribution 


The section 55(3)(b) exemption is only available for a dividend where the dividend was received in 
the course of a reorganization in which a distributing corporation made a distribution to one or 
more transferee corporations. Thus, the concept of a distribution is fundamental. 


For purposes of section 55, a distribution is defined in section 55(1) and requires that there be a 
direct or indirect transfer of property of one corporation to one or more other corporations. The 
corporation making the distribution is the distributing corporation; each corporation that 
receives property from the distributing corporation, whether the property is received directly or 
indirectly, is a transferee corporation. The transferee corporation is (or prior to the distribution 
becomes) a direct shareholder of the distributing corporation. 


With the exception of a transfer of property by a specified corporation in circumstances that 
qualify as a public company spin-off (see §8.4.3(a)), a distribution also requires that each 
transferee corporation receive a pro rata share of each type of property owned by the distributing 


corporation. In particular, in respect of each type of property482 owned by a distributing 


corporation immediately before the transfer4®2 each transferee corporation must receive 


property of that type the fair market value of which is equal to or approximates the amount 
determined by the following formula: 


where 


A is the fair market value, immediately before the transfer, of all property of that type 
owned at that time by the distributing corporation, 


B is the fair market value, immediately before the transfer, of all the shares of the capital 
stock of the distributing corporation owned at that time by the transferee corporation, 
and 


C is the fair market value, immediately before the transfer, of all the issued shares of the 
distributing corporation. 


In the context of the definition of distribution, it is irrelevant whether the distributing corporation 
shares owned by the transferee corporation are common shares or preferred shares and, in the 
latter case, whether they qualify as shares of a specified class (see §8.4.1(b)). 


In simple terms, if a particular transferee corporation owns shares of the distributing corporation 


representing 20% of the value of all of the outstanding shares of the distributing corporation, a 
distribution will be achieved only where that transferee corporation receives 20% of the fair 
market value of each type of property owned by the distributing corporation immediately before 


the transfer.122 


The transferee corporation may receive the property from the distributing corporation directly or 
indirectly. An indirect transfer is sometimes necessary to avoid violating the governing corporate 
law which prohibits a corporation from holding shares of its holding body corporate.42 In such a 
case, the property will be transferred by the distributing corporation to a subsidiary of the 
transferee corporation but, to complete the transfer, the subsidiary must to be wound up into the 
transferee corporation. The transferee corporation, which is the direct shareholder of the 
distributing corporation, must actually receive the property to complete the distribution. The 
transfer cannot be completed by causing the subsidiary and the transferee corporation to be 
amalgamated because the corporation formed on the amalgamation will be a new corporation 
(see §7.1). That corporation will not be the corporation that owned distributing corporation 


shares immediately before the transfer of property and so cannot qualify as a transferee 
corporation.122 

A distributing corporation is not required to distribute all of its property. That is, it is possible to 
transfer to each of a number of corporate shareholders its pro rata share of the distributing 
corporation's property of each type while allowing the other shareholders to continue as 
shareholders of the distributing corporation which retains their pro rata share of each type of 
property. Thus, a single-wing butterfly is permitted. (See §8.2.1(b)(ii).) 


Although to be exempt from section 55(2) by virtue of section 55(3)(b) the dividend must be 
received in the course of a reorganization that includes a distribution, the definition of 
distribution does not require the transfer of property to be part of a reorganization. (See 
§8.2.2(a).) A distribution requires only "a direct or indirect transfer of property of a corporation .. 
. to one or more corporations . . . where, in respect of each type of property owned by the 
distributing corporation ... each transferee corporation receives" a pro rata share. 


Moreover, a distribution does not require that the assets be transferred to the shareholder in 
consideration for shares. Consequently, in determining whether there has been a pro rata 
distribution of the property of the distributing corporation, a sale of property by the distributing 
corporation to a shareholder corporation that occurs as part of the series of transactions could 
result in that sold property being characterized as property transferred to the shareholder 


corporation.222 Historically, in the context of providing rulings, CRA stated that assets sold by the 
distributing corporation to a subsidiary of a shareholder could be taken into account in 
determining whether there has been a distribution. 


Would a sale of property by the distributing corporation to someone related to a shareholder 
corporation that occurs as part of the series lead to the conclusion that there has not been a 
distribution? While CRA has not directly addressed that question, clearly caution must be 
exercised if such transactions are to be undertaken. Consider the following example: 


Example 8.16 


Corp A and Corp B each owns 50% of the shares of Corporation AB but no longer get along and cannot operate 
Corporation AB on a day-to-day basis. They decide to divide the assets of Corporation AB using a double-wing 
butterfly. Corporation AB has four divisions. The net asset value of divisions 1 and 2 is 40% of Corporation AB's 
total net asset value; the net asset value of division 3 is 40% of Corporation AB's total net asset value; and the 
net asset value of division 4 is 20% of Corporation AB's total net asset value. As part of the settlement of their 


affairs, Corp A and Corp B agree that Corporation AB will sell division 4. Divisions 1 and 2 and one-half of the 
proceeds from the sale of division 4 will then be transferred to a new corporation controlled by Corp A, and 
division 3 and the other half of the proceeds from the sale of division 4 will be transferred to a new corporation 
controlled by Corp B. 


If the division 4 purchaser has no connection with the shareholders of the distributing 
corporation, the sale presents no issue in terms of satisfying the pro rata distribution 
requirement. However, what if the division 4 assets are sold to Corp B or to a corporation related 
to Corp B? Would that affect the conclusion? If the sale is considered to be a part of the transfer of 
property by Corporation AB, there will be no distribution, because each transferee corporation 
will not have received its pro rata share of Corporation AB's property owned immediately before 
the transfer. Said another way, if the sale is part of the transfer, Corporation AB's property 
immediately before the transfer included the division 4 assets (not the cash proceeds from their 
sale) and that property will not have been distributed to the transferee corporations in proportion 
to their interests in Corporation AB with the result that there will not have been a distribution and 
the section 55(3)(b) exemption will not apply. 


CRA agreed that a pre-distribution sale to a shareholder is not part of the distribution where the 
shareholder is not a corporation and, provided the sale is not prohibited by sections 55(3.1)(a), 
(c), or (d), will not result in the loss of the section 55(3)(b) exemption.“ The suggestion is that 
the fact the shareholder was not a corporation may have been critical to its analysis. Sections 
55(3.1)(c) and (d) prohibit certain dispositions of property but they do not apply where the 
transferee corporation and the distributing corporation are related after the distribution. See 
§8.4.3(e). Even where the distributing corporation and transferee corporation are not then 
related, those provisions permit some dispositions of assets to occur after the distribution without 
regard to the identity of the person acquiring the asset or its role, if any, in the reorganization. It 
is not clear whether a transferee corporation's sale of distributed property to another transferee 
corporation or to the distributing corporation on a taxable basis following the distribution would 
be considered part of the distribution and thus violate the pro rata distribution requirement. 
While CRA has ruled that a post-distribution sale of property received by one transferee 
corporation to another did not result in a loss of the section 55(3)(b) exemption, the ruling was 
based on a representation that the sale was not contemplated at the time of the butterfly, and thus 


presumably was not part of the series of transactions that included the butterfly.422 This suggests 
that such transfers, even if not prohibited by section 55(3.1)(c) or (d), could result in a loss of the 
exemption on the basis that there was not a pro rata distribution of assets. 


The definition of "distribution" contains the phrase "property of that type the fair market value of 
which is equal to or approximates." In this context, CRA interprets the phrase "equal to or 
approximates" as meaning very close to equal and, therefore, there is limited scope for offsetting 


minor discrepancies between types of property./2© In advance income tax rulings, CRA has stated 
that it will accept a discrepancy of up to 1% determined as a percentage of the amount of each 
type of property that a transferee corporation has received as compared to what the transferee 
corporation would have received if it had received its appropriate pro rata share of that type of 


property.422 


FOOTNOTES 


188 yithough the Act does not specify what constitutes a type of property, significant CRA administrative 
practice has developed and is generally accepted for purposes of characterizing types of property. 
See §8.4.2 for a discussion of the concept. 


189 For an example of a circumstance in which CRA permitted the distributing corporation to distribute 
the assets in two stages, presumably the second closely following the first, where the purpose of the 
two stages was to avoid transfer taxes, see Income Tax Ruling, CRA Document 2007-0249451R3, 
dated January 21, 2008. 


1990p, virtue of s. 55(3.02) the requirement in the definition of distribution that each transferee 
corporation receive a pro rata share of each type of property may be ignored where a spin-off 
butterfly is undertaken by a specified corporation. In that case, the distributing corporation need 
only distribute to one or more transferee corporations a pro rata share of its property, without 
reference to types of property. This relaxation of the types of property requirement permits a public 
corporation to distribute particular property, for example, shares of a subsidiary, to all of its 
shareholders. However, a spin-off effected in reliance on that exception is subject to its own 
additional conditions. See §8.4.3(a). 


191 another circumstance in which an indirect transfer may be desirable occurs where the distributing 
corporation has a refundable dividend tax on hand (RDTOH) balance at the end of the year. In that 
case, it will be entitled to a refund based on dividends it pays in the year including any dividends it 
is deemed to pay on the purchase for cancellation of shares from the transferee corporation. In such 
a case, where the transferee corporation is connected with the distributing corporation, the former 
will be liable for Part IV tax on the dividend it is deemed to receive based on the distributing 
corporation's entitlement to a dividend refund. That Part IV tax liability in turn will increase the 
transferee corporation's RDTOH. Moreover, the deemed dividend received by the distributing 
corporation will render it liable for Part IV tax which in turn will increase its RDTOH. Because each 
corporation is deemed to pay and receive dividends from the other, these deemed dividends can lead 
to a circular calculation of the dividend refund that each of the corporations is entitled to receive. To 
avoid this problem, the distributing corporation may transfer the property to be distributed to a new 
wholly-owned subsidiary of the transferee corporation in exchange for shares. Those shares would 
be redeemed before the subsidiary is wound up into the transferee corporation to complete the 
distribution. Provided the subsidiary is a new corporation with no RDTOH balance and does not 
receive any dividends in the year, the circularity issue would not arise. 


192 nithough S. 55(3.2)(b) provides that a corporation formed by the amalgamation of two or more 
corporations is deemed to be the same corporation as and the continuation of each of the 
predecessor corporations, it applies only for the purposes of s. 55(3.1)(b). It does not apply for the 
purposes of the definitions in s. 55(1). 


193 S66 Read, supra note 63, at 18:11-12; Robert J. Dart and Howard J. Kellough "The Butterfly 
Reorganization: A Descriptive Analysis" in Report of Proceedings of the Forty-First Tax Conference, 
1989 Conference Report (Toronto: Canadian Tax Foundation, 1990), 20:2-32, at 20:3; and Ted 
Harris, "An Update of CRA's Approach to the Butterfly Reorganization," in Report of Proceedings of 
the Forty-Third Conference, 1991 Conference Report (Toronto: Canadian Tax Foundation, 1990), 
14:1-15, at 14:13. Similarly the distribution of property could be effected, in whole or in part, by 


way of a dividend. 
194. S66 Income Tax Ruling, CRA Document 2006-0169241R3, dated April 12, 2006. 


195 S66 Income Tax Ruling, CRA Document 2007-0239871R3, dated September 17, 2008. See also 
Income Tax Rulings, CRA Document 2007-0232261R3, dated July 25, 2007 and CRA Document 
2007-0261171R3, dated May 27, 2009. In each case, a similar representation was made in respect 
of a post-distribution dispositions of assets by a transferee corporation. 


1961, 1981, Robertson (supra note 21, at 99) stated that there was no hard and fast rule with respect to 
the interpretation of the words "equal to or approximates" and that each case would be considered 
on a case-by-case basis. However, he expressed the view that the proportion must be close to equal 
and stated that it is preferable that any required balancing be done by a purchase and sale of shares 
among the shareholders in advance of the asset distribution or by the purchase and sale of assets 
among the transferees after the asset distribution, in each case, on a taxable basis. These comments 
were made prior to the 1994 amendments to s. 55 which introduced significant continuity of interest 
conditions to the butterfly exemption, reflected in ss. 55(3.1)(b), (c) and (d) discussed in detail at §§ 
8.4.3(d) and (e). As a result, it appears it will no longer be possible to effect the required balancing 
by a purchase and sale of shares among corporate shareholders in advance of the asset distribution 
or subsequent to the distribution. There appears to continue to be some scope for a transfer of 
assets between the distributing corporation and a transferee corporation following the distribution, 
provided the transfer does not violate the restrictions in sections 55(3.1)(c) and (d). See, for 
example, Income Tax Ruling, CRA Document 2003-0043751R3 dated August 11, 2004. See §8.4.3(e) 
for a discussion of ss. 55(3.1)(c) and (d). 


197 1h 1991, Harris, supra note 188, at 14:8-9 reiterated that the phrase "equal to or approximates" 
means very close to equal and permits limited scope for offsetting minor discrepancies between 
types of assets. However, he acknowledged that for the purposes of an advance income tax ruling, 
CRA was prepared to accept a discrepancy of up to 1%, determined as a percentage of the amount 
of each type of property that a transferee corporation received as compared with what that 
transferee corporation would have received if it had received its appropriate pro rata share of that 
type of property. For a detailed discussion of how these percentages are calculated, see the example 
set out by Harris. For more recent examples where a 1% discrepancy has been permitted, see 
Income Tax Rulings, CRA Documents 2007-0249451R3, dated January 21, 2008 and 2009- 
0306341R3, dated December 31, 2010. 


2019 Thomson Reuters Canada Limited 
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(b) Specified Class 


The term specified class is relevant to determining whether a preliminary redemption of shares by the 
distributing corporation is a permitted redemption (see §8.4.1(c)) and whether, in the context of a 
spin-off butterfly, an exchange of shares of the distributing corporation for shares of another 
corporation constitutes a permitted exchange (see §8.4.1(d)(ii)(B)). Finally, the term is relevant to the 
definition of qualified person, in section 55(1). See §8.4.1(f). 


Only shares of a distributing corporation may qualify as shares of a specified class and the rules are 
premised on the shares being debt-like: essentially redeemable, fixed value, preferred shares. To 
qualify as shares of a specified class, all of the following conditions must be satisfied: 


(1) the paid-up capital in respect of the class immediately before the beginning of the series of 
transactions or events that includes a distribution by the distributing corporation must not be 
less than the fair market value of the consideration for which the shares of that class then 
outstanding were issued: paragraph (a) of the definition; 


(2) the shares cannot be convertible into or exchangeable for shares (other than shares of a 
specified class or shares of a transferee corporation in relation to the distributing corporation) 
under the terms and conditions of the shares or any agreement in respect of the shares: 
paragraph (b) of the definition; 


(3) no holder of the shares can be entitled to receive, on the redemption, cancellation, or 
acquisition of the shares by the distributing corporation or by any person with whom it does 
not deal at arm's length, an amount greater than the total of the fair market value of the 
consideration for which the shares were issued, the amount of any unpaid dividends on the 
shares and premium for early redemption: paragraph (c) of the definition; and 


(4) the shares must not be eligible to vote in respect of the election of the board of directors 
except in the event of a failure or default under the terms and conditions of the shares: 
paragraph (d) of the definition. 


In applying this definition to corporations that have issued shares of a particular class in one or more 
series, the reference to class must be read, with such modifications as the circumstances require, as a 
reference to a series of the class: section 248(6). Thus, if a distributing corporation has issued more 
than one series of a particular class of preferred shares, one series may qualify as shares of a specified 
class despite the fact other series of the same class do not. 


Several observations may be made about these conditions. Where transactions have resulted in a 
reduction in the paid-up capital of the shares after they were issued, the shares cannot qualify as 
shares of a specified class. It will not be possible to increase the paid-up capital of those shares as part 
of the series of transactions that includes the distribution because the test is applied immediately 
before the beginning of the series. An increase in paid-up capital in contemplation of the distribution 
would be considered part of the series with the result that the condition could not be satisfied before 


the series begins. 


Where shares that otherwise meet the conditions of the definition are convertible into shares of a 
different series of the same class that also meet the conditions, the shares will qualify as shares of a 


specified class.128 A conversion or exchange of shares might be necessary where only some shares of 
the class or series qualify for a pre-distribution redemption. See Example 8.17 and related discussion. 


Unlike paragraph (b), paragraph (c) does not contain an exclusion for the acquisition of the share by 
the transferee corporation. Thus, if shares of the distributing corporation are to constitute shares of a 
specified class and are to be acquired by a transferee corporation in exchange for shares of its capital 


before the distribution,/22 the shares issued by the transferee corporation cannot have a fair market 
value greater than the fair market value of the consideration for which the distributing corporation 
shares were issued (plus unpaid dividends and any early redemption premium). Where the 


distributing corporation shares have a value greater than that amount,222 the shares issued by the 
transferee corporation cannot reflect that additional value unless the transferee corporation deals at 
arm's length with the distributing corporation. In the context of a butterfly, a transferee corporation, 
though not related to the distributing corporation, may be considered to not deal at arm's length with 
the distributing corporation as a matter of fact. 


Although particular shares may qualify as shares of a specified class, that qualification may or may not 
be significant in the context of a particular butterfly. The options available to a particular holder of 
shares of a specified class depend in part on whether the distributing corporation is redeeming any of 
its shares that so qualify and in part on whether the butterfly is a split-up or a spin-off butterfly. See 
§8.4.1(d)(ii). 


Where shares of a particular class qualify as shares of a specified class and meet the conditions that 
permit them to be redeemed as a permitted redemption, all or none of such shares must be redeemed 
(see §8.4.1(c)(i)). That is, if the distributing corporation chooses to redeem any of such shares, it must 
redeem them all. This is true, whether the butterfly is a split-up or spin-off butterfly. 


In the context of a split-up butterfly, the term "specified class" is otherwise irrelevant. If the particular 
shares are not required to be redeemed or no shares meet the conditions that permit redemption, then 
each holder of shares of a specified class may make an independent decision. That is, like holders of 
common shares, each holder of shares of a specified class that are not redeemed may choose to either 
remain a shareholder of the distributing corporation or become a shareholder of a particular 
transferee corporation. If that holder is also a common shareholder, all of its shares (common, 
preferred and of a specified class) must be transferred to the same transferee corporation or remain 
outstanding as shares of the distributing corporation. See §8.4.1(d)(ii)(A). 


In a spin-off butterfly, where there is more than one holder of shares of a particular class that qualify 
as shares of a specified class, all shareholders of that class are bound together. A decision must be 
made whether the shares will be treated as shares of a specified class or will not. If they are not 
treated as shares of a specified class, then they participate in each transferee corporation and the 
distributing corporation in the same manner as common shares (or other shares that do not qualify as 
shares of a specified class). That is, consistent with the concept of a spin-off butterfly, following the 
distribution each shareholder will have the same proportionate interest in each transferee corporation 
and the distributing corporation as it had in the distributing corporation prior to the distribution. 
However, if it is determined that shares are to be treated as shares of a specified class, options are 
limited. All holders of shares of that class must transfer their shares to the same transferee 
corporation or the shares must remain outstanding as shares of the distributing corporation. This is 
consistent with treating the shares as "like debt" that is "assumed" by one transferee corporation or 
remains an "obligation" of the distributing corporation. See §8.4.1(d)(ii)(B). 


FOOTNOTES 


198566 Advance Income Tax Ruling, CRA Document 2006-0177341R3, dated January 1, 2006. 


199 This is a typical step in implementing a butterfly. 


200For example, preferred shares with a favourable dividend rate may trade at a premium to the amount for 
which they were issued. 
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(c) Permitted Redemption 


The term permitted redemption is relevant to a number of the butterfly concepts: determining 
whether a pre-distribution redemption of shares is permitted; determining whether an exception from 
the restrictions in sections 55(3.1)(b), (c) and (d) is applicable to a redemption; and, most critically, 
determining the scope of the section 55(3)(b) exemption. 


Section 55(3)(b) provides that only dividends received on a permitted redemption in relation to a 
distribution (or on the winding-up of a distributing corporation) are eligible for the section 55(3)(b) 
exemption from section 55(2). 


Two categories of share redemptions (or purchases for cancellation) may qualify as a permitted 
redemption in relation to a distribution by a distributing corporation: (i) a redemption of shares of a 
specified class (or of shares substituted for such shares) that occurs in contemplation of the 
distribution where the relevant conditions are satisfied and (ii) a redemption or purchase for 
cancellation of shares by the distributing corporation or a transferee corporation22! on the cross- 
cancellation of shares.222 Every butterfly that qualifies for the section 55(3)(b) exemption will involve 
one or more permitted redemptions of the second category. Permitted redemptions of the first 
category will occur only in certain circumstances. Because only dividends realized on a permitted 
redemption are exempt from section 55(2) by virtue of section 55(3)(b), the concept is central to the 
exemption. 


(i) Redemption of Shares of a Specified Class 


Where a distributing corporation has preferred shares outstanding it may be desirable (or necessary) 
for some or all of those shares to be redeemed prior to undertaking the butterfly. The terms of the 
preferred shares may require that they be redeemed at the request of the holders. Alternatively, the 
distributing corporation may choose to redeem them (if the terms permit redemption) or the holders 
of the preferred shares may insist on the shares being redeemed because of concerns about the effects 


of the distribution on the corporation's ability to fulfil its obligations under the preferred shares.222 


A redemption or purchase for cancellation of shares by a distributing corporation in contemplation of 
the distribution will qualify as a permitted redemption only where the shares are shares of a specified 
class and 


(1) every share of each specified class of the distributing corporation that had a cost, at the 
time it was issued, to the original owner equal to the fair market value, at that time, of the 


consideration for which it was issued,224 and 


(2) all shares issued by the distributing corporation in contemplation of the distribution in 
exchange for such shares, 


are redeemed or purchased for cancellation: paragraph (c) of the definition of permitted redemption 
in section 55(1). 


Thus, where the distributing corporation has more than one class of shares that includes shares 
eligible for redemption, it must redeem all the shares eligible for redemption or none of them. It 
cannot choose to redeem only some of the eligible shares. Consequently, in some cases, holders of 
shares of more than one class will be required to agree to have their shares redeemed or, if the shares 
are redeemable by their terms, will be obliged to accept redemption of their shares by the distributing 
corporation as a consequence of a decision taken with respect to another class of shares. 


However, this does not necessarily mean that all shares of a particular class must, or indeed can, be 
redeemed. A single class that qualifies as a specified class may consist of some shares that had a cost 
to their original owners equal to the fair market value of the consideration for which they were issued 
and other shares that did not. For example, some shares may have been issued in exchange for shares 
of another corporation in circumstances in which section 85.1 (see chapter 6) applied at a time when 
the cost to the transferor of the transferred shares exceeded their fair market value. Because section 
85.1 provides for a rollover, such that the cost of the transferred shares becomes the cost of the shares 
issued in exchange, the transferor's cost of the issued shares will exceed the fair market value of the 
consideration for which they were issued. Alternatively, the shares might have been issued on an 
amalgamation in circumstances in which section 87(4) applied (see §7.3) such that the cost to the 
original holder of the shares is less than the fair market value of the consideration for which the 


shares were issued.222 
The foregoing principles can be illustrated by the following example: 


Example 8.17 


ACo, which proposes to effect a spin-off butterfly, has issued three classes of preferred shares that satisfy the 
definition of specified class. The class A shares were all issued to Corporation A in consideration for cash equal to 
their redemption amount. The class B shares were issued to Corporation B on an amalgamation. Although 
Corporation B's cost of the class B shares is less than the fair market value of the consideration for which they were 
issued, the paid-up capital of the class B shares equals their redemption amount. The class C shares are held by 
individuals C1 and C2, each original owners. The shares held by C1 qualify for redemption, but the shares held by C2, 
issued in exchange for shares of another corporation whose cost to C2 exceeded their fair market value at the time of 
transfer, do not. 


If the preferred shares held by either C1 or Corporation A are to be redeemed, the shares held by the 
other must also be redeemed. However, a redemption of the class C shares held by C2 cannot qualify 
as a permitted redemption because their cost to C2 exceeds fair market value of the property 
transferred to ACo by C2 to acquire them. Under corporate law, it is typically necessary for all holders 
of a particular class of shares to have the same options except where the share terms provide 
otherwise. To treat C1 and C2 differently, it may be necessary for one of them to exchange the class C 


shares for shares of another class before the distribution and redemption.22© If C1 makes the 
exchange, the shares issued to Cl on the exchange would have to be redeemed. In either case, 
because this is a spin-off, C2 can choose whether to treat such shares as shares of a specified class and 
therefore remain a shareholder of Corporation A or become a shareholder of a single transferee 
corporation. Alternatively, C2 may determine to participate in the butterfly in the same manner as a 
common shareholder, that is, to transfer the appropriate portion of its shares to each transferee 


corporation. See §8.4.1(d)(ii)(B).222 


Shares issued in exchange for shares of a specified class need not themselves meet the conditions to 
constitute shares of a specified class. This both provides flexibility in circumstances where only some 
shares of a particular class can be redeemed and precludes a shareholder from exchanging preferred 
shares that would otherwise be redeemed for other shares of the distributing corporation before a 
distribution to avoid a redemption. Thus, where C1 makes the exchange, the shares issued to it must 
be redeemed regardless of whether those shares qualify as shares of a specified class. (See (c)(ii) of 
the definition of permitted redemption in section 55(1).) 


The class B shares cannot be redeemed because their original cost to Corporation B does not equal 
their redemption amount. However, the manner in which the class B shares are treated has no effect 
on whether the redemption of the class A shares and the class C shares held by C1 constitutes a 
permitted redemption. Like C2, Corporation B may elect to treat the shares as shares of a specified 
class that participate in either ACo (the distributing corporation) or one of the transferee corporations 
or to participate in the butterfly in the same manner as a common shareholder by participating in ACo 
and each transferee corporation. 


(ii) As Part of a Reorganization: Cross-Cancellation of Shares 


With the exception of pre-distribution redemptions of shares of a specified class, a permitted 
redemption can only occur as part of the reorganization in which the distribution was made. 


A redemption or purchase for cancellation by the distributing corporation, as part of the 
reorganization, of all the shares of its capital stock owned by a transferee corporation in relation to 
that distributing corporation immediately before the distribution will be a permitted redemption: 
paragraph (a) of the definition. Similarly, a redemption or purchase for cancellation by a transferee 
corporation in relation to a distributing corporation of all of the shares of its capital stock owned by 
the distributing corporation, and acquired by it in consideration for the property transferred to the 
transferee corporation on the distribution, will be a permitted redemption: paragraph (b) of the 
definition. All of the shares of one corporation held by the other must be redeemed. This assists with 
precluding partial butterflies (see §8.2.1(b)(vi)). 


In some cases, the distributing corporation's assets are transferred to a subsidiary of the transferee 
corporation in consideration for shares of that subsidiary. Subsequently, the subsidiary will be wound 
up into the transferee corporation to complete the indirect transfer of assets to the transferee 
corporation.228 In such circumstances, prior to the winding-up, the subsidiary of the transferee 
corporation will redeem the shares it issued to the distributing corporation in consideration for the 
transferred property. Provided that immediately after the redemption or purchase for cancellation, the 
subsidiary is a subsidiary wholly-owned corporation222 of the transferee corporation, its redemption 
of all of its shares from held by the distributing corporation also qualifies as a permitted 
redemption.222 


Thus, the term accommodates the separation of the cross-shareholdings between the distributing 
corporation and the transferee corporation—the final steps in the division of the distributing 
corporation's assets between itself and the transferee corporation. 


FOOTNOTES 


2015, in cases where there is an indirect transfer of property, a subsidiary of the transferee corporation. 


202-Thig is typically the final step of the butterfly, where all of the distributing corporation's shares owned by 


the transferee corporation are purchased for cancellation and the shares issued to the distributing 
corporation in exchange for the distributed property are redeemed, thus separating the connection 
between the two corporations. 


203The corporation's ability to pay dividends or to redeem the shares at the end of their term may be viewed 


as compromised when significant assets are distributed by the issuer of the shares. 


204The shares need not have been issued for cash: all that is required is that they qualify as shares of a 
specified class and that the cost of the share, at the time it was issued, to its original owner be equal to 
fair market value at that time of the consideration for which the share was issued. 


2051y each of these circumstances, for the shares to qualify as shares of a specified class, the paid-up capital 
of the shares must equal their redemption value. See §8.4.1(b). In circumstances in which s. 85.1 or 87 
applied, this may or may not be the case. See chapters 6 and 7, respectively. 


206 such an exchange would need to be effected as a permitted exchange (see §8.4.1(d)/(i)). 
207i¢ it were a split-up butterfly, the fact C2 held shares of a specified class would not be relevant. 
208566 §8.2. 


209 cee s, 248(1) for the definition. 


210 The dividend, if any, arising on the winding-up of the subsidiary is not a dividend arising on a permitted 


redemption and so is not excepted from s. 55(2). For this reason, the winding-up should be a winding-up 
of a wholly-owned subsidiary that is governed by section 88(1) as, in such circumstances, no dividend is 
realized by the transferee corporation as a consequence of the distribution of assets to it on the winding- 
up: see section 88(1)(d.1). Typically the subsidiary will be incorporated by the transferee corporation for 
the purposes of the butterfly and thus this condition is easily satisfied. 
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(d) Permitted Exchange 


In a butterfly, it is common for distributing corporation shareholders to transfer their shares to one or 
more newly incorporated corporations in exchange for shares of that corporation.2!+ Each such 
corporation typically becomes a transferee corporation. Prior to those transfers, the distributing 
corporation's capital may be reorganized into different classes of shares. Such a reorganization is 
sometimes undertaken so that all of the shares of a particular class may be transferred to a particular 
transferee corporation in exchange for shares of the transferee corporation. Alternatively, the 
reorganization of capital may be limited to a single class where, for example, only some shares of the 
class qualify for redemption. See §8.4.1(c)(i). The definition of "permitted exchange" is relevant to 
each of these share exchanges. A transaction that qualifies as a permitted exchange will be excepted 
from the prohibitions in section 55(3.1)(b) (see §8.4.3(d)). 


(i) Reorganization of Distributing Corporation Shares 


Where shares are held as capital property, the exchange of shares of one class for shares of one or 
more other classes of the same corporation will generally be a rollover transaction pursuant to section 
51(1) or 86(1).22 If section 51(1) or 86(1) applies or would, if the shares were capital property to the 
holder, apply, to an exchange of shares of one class of the distributing corporation for shares of 
another class of the distributing corporation, the exchange will be a permitted exchange unless it 
results in an acquisition of control of the distributing corporation: paragraph (a) of the definition of 
permitted exchange. 


The section 55(3)(b) exemption will not apply where there has been an acquisition of control of the 
distributing corporation otherwise than as a consequence of certain permitted transactions (see 
section 55(3.1)(b)(ii) discussed at §8.4.3(d)(ii)). An acquisition of control that occurs on a 
reorganization of the distributing corporation's shares is not a permitted transaction. 


(ii) Exchange of Distributing Corporation Shares for Transferee Corporation Shares 


Paragraph (b) of the definition of "permitted exchange" refers to the transfer, in contemplation of the 
distribution, by the distributing corporation's shareholders of their shares to one or more other 
corporations (for purposes of the definition, each an acquiror) in exchange for shares of the acquiror. 
For purposes of the definition of permitted exchange, a shareholder who transfers distributing 
corporation shares to an acquiror is referred to as a participant. 


Usually an acquiror will be a transferee corporation, but the acquiror may also be a corporation that 
continues as a shareholder of the distributing corporation or a holding corporation for a transferee 
corporation. These principles can be illustrated by the following example. 


Example 8.18 
Assume that Tri Inc has five equal shareholders, Individuals A, B, C, and D and Corporation E. Tri Inc owns three 


divisions, I, II and III, which represent 20%, 40% and 40%, respectively, of the total net value of Tri Inc's assets. The 
shareholders wish to effect a split-up butterfly. Prior to the distribution, B and C will transfer their Tri Inc shares to 


Sub, a new corporation, in exchange for Sub shares. Sub will then transfer those Tri Inc shares to Corporation BC, a 
new corporation, in exchange for Corporation BC shares. Division I will be distributed to Corporation A, a new 
corporation which will acquire all the shares of Tri Inc owned by A in exchange for Corporation A shares. Division II 
will be distributed to Corporation BC. Division III will remain an asset of Tri Inc; however, D and Corporation E will 
transfer all of their Tri Inc shares to Corporation DE, a new corporation, in exchange for Corporation DE shares. 


Corporation A and Corporation BC will each be both an acquiror and a transferee corporation: each 
will acquire Tri Inc shares from its shareholders in exchange for shares of its capital stock and will 
acquire Tri Inc assets from Tri Inc. Neither Corporation DE nor Sub will be a transferee corporation 
because neither is distributed assets by Tri Inc However, each is nonetheless an acquiror: each will 
acquire Tri Inc shares in exchange for shares of its capital stock. 


The restrictions in the definition of "permitted exchange" applicable to a transferee corporation will 
also be applicable to an acquiror that does not become a transferee corporation. 


The conditions to be satisfied for an exchange of distributing corporation shares for shares of an 
acquiror to qualify as a permitted exchange depend in part on whether the butterfly is a split-up or a 
spin-off. Moreover, in the case of a spin-off butterfly, special considerations apply where the 
distributing corporation has issued shares of a specified class. 


Except where otherwise indicated, in the discussion of the definition of "permitted exchange" that 
follows, the distributing corporation is assumed not to have issued shares of a specified class and 
references to a transferee corporation include a reference to an acquiror that is not a transferee 
corporation. 


Regardless of the type of butterfly, a permitted exchange requires that, immediately after the 
exchange, no shares of the acquiror be owned by any person or partnership other than a participant, 
although directors' qualifying shares are ignored for this purpose: subparagraph (b)(i) of the 
definition of permitted exchange. This requirement precludes someone who is not a shareholder of the 
distributing corporation from becoming a direct or indirect shareholder of a transferee corporation. 
Thus, returning to Example 8.18, F, who owns no Tri Inc shares, cannot be a participant and thus 
cannot become a shareholder of Corporation A, Corporation BC, Sub, or Corporation DE. This 
restriction, among others, precludes a purchase butterfly. See §8.2.1(b)(v). 


Moreover, because of this requirement, distributing corporation shareholders generally cannot 
aggregate their shares in an existing corporate shareholder even where they exchange their 
distributing corporation shares for shares of that corporate shareholder. One narrow exception to this 
principle may be available on a split-up butterfly where each existing shareholder of that corporate 
shareholder transfers shares of the distributing corporation to that corporate shareholder. This 
concept is illustrated by the following example: 


Example 8.19 


A owns 100% of the shares of Corporation A, which owns 20% of the shares of Corporation Y. B, who is unrelated to A, 
owns 5% of the shares of Corporation Y. The other Corporation Y shares are held by unrelated persons. Corporation Y 
proposes a split-up butterfly pursuant to which 25% of the assets will be transferred to Corporation A. B transfers his 
Corporation Y shares to Corporation A in exchange for shares of Corporation A. 


B's exchange of Corporation Y shares for Corporation A shares will not be a permitted exchange 
because, immediately thereafter, a share of Corporation A (an acquiror in relation to B) will be owned 
by a person other than a participant (A, who did not transfer any Corporation Y shares to Corporation 
A and so is not a participant). To effect the butterfly, Corporation A and B would each be required to 
transfer its Corporation Y shares to a new corporation in exchange for shares of that new corporation, 
which would be both the acquiror and the transferee corporation. 


However, if A owned as little as a single share of Corporation Y directly, and transferred it (and any 


other of his Corporation Y shares) to Corporation A in exchange for Corporation A shares, A would be 
a participant and the exchanges by A and B contemplated in Example 8.19 would satisfy the 


requirements of subparagraph (b)(i) of the definition of permitted exchange.213 


In addition to the requirement that no share of the acquiror be owned by anyone other than a 
participant, one of two additional tests must be met before an exchange of distributing corporation 
shares for shares of an acquiror will be a permitted exchange, depending on whether the butterfly is a 
split-up or a spin-off. 


(A) Split-up Butterfly 


Where there is a split-up butterfly, some shareholders of the distributing corporation transfer their 
shares of the distributing corporation to a single transferee corporation in exchange for shares of that 


transferee corporation.2!4 If that exchange is to qualify as a permitted exchange, immediately before 
the distribution, that transferee corporation must own all of the shares of the distributing corporation 
owned by a particular participant immediately before the exchange. This is consistent with the 
principle of a split-up butterfly—that is, a shareholder must relinquish its entire interest in the 
distributing corporation in exchange for a pro rata share of the distributing corporation's assets, such 
pro rata share being enjoyed indirectly as shareholder of a single transferee corporation. This 
requirement precludes partial butterflies. See §8.2.1(b)(vi). 


It is not necessary that every shareholder of the distributing corporation transfer shares to a 
transferee corporation; one or more shareholders may remain shareholders of the distributing 
corporation. However, a shareholder who transfers any of its distributing corporation shares to a 
transferee corporation must transfer all of its shares of the distributing corporation (both common 


and preferred2/) to that transferee corporation. 


Holders of shares of a specified class are not subject to any special provisions in the context of a split- 
up butterfly. Where the shares qualify for redemption in accordance with paragraph (c) of the 
definition of permitted redemption, they may be redeemed (see §8.4.1(c)(i)). If they are not redeemed, 
a holder of those shares may remain a shareholder of the distributing corporation or may transfer its 
shares to a single transferee corporation in exchange for shares of that transferee corporation. If the 
shareholder determines not to transfer its shares of a specified class to a transferee corporation, it is 
precluded from transferring any of its shares of the distributing corporation (e.g., common shares or 
preferred shares that do not qualify as shares of a specified class) to a transferee corporation (see (ii) 
of the definition of permitted exchange in section 55(1)). Similarly, if the shareholder determines to 
transfer its shares of a specified class to a particular transferee corporation, it will be required to 
transfer all of its distributing corporation shares (including any common shares or other shares that 
do not qualify as shares of a specified class) to that transferee corporation (see (ii) of the definition of 


permitted exchange in section 55(1)). However, unless shares of a specified class are redeemed,21& 
the holders of shares of a particular specified class may act independently; that is, some may choose to 
remain shareholders of the distributing corporation and others to become shareholders of a particular 
transferee corporation. 


These principles are illustrated in the following example: 
Example 8.20 


Privateco has several divisions and proposes to effect a split-up butterfly pursuant to which some of its shareholders 
will exchange their Privateco shares for shares of TCo which will acquire some of Privateco's assets. Privateco has 
issued two classes of preferred shares that satisfy the definition of "specified class." The class A shares were all 
issued to Corporation A for cash consideration equal to their redemption amount. The class B shares were issued to 
shareholders B1 and B2 but do not have a cost to such holders equal to their redemption amount and therefore 
cannot be redeemed as a permitted redemption. B2 also owns Privateco common shares. 


Corporation A, the holder of the class A shares, may have those shares redeemed, may choose to 
remain a shareholder of Privateco, or may exchange its class A shares for shares of TCo. 


B1 and B2 each has the choice of remaining a shareholder of Privateco or exchanging its class B 
shares for shares of TCo. B1's decision will have no effect on B2. However, if B2 determines to transfer 
its class B shares to TCo, it must also transfer all of its Privateco common shares to TCo. Similarly, B2 
cannot transfer its Privateco common shares to TCo unless it also transfers all of its class B shares to 
TCo. All of the Privateco shares owned by B2 must be treated as a single unit. 


Sections 55(3.1)(b), (c), and (d) describe transactions or events that will result in the non-application 
of section 55(3)(b) where they occur as part of the series of transactions or events that include the 
distribution. Section 55(3.1)(b) is concerned with transfers of shares of the distributing corporation or 
transferee corporation. One of the important functions of the definition of "permitted exchange" is to 
except certain transactions from those prohibitions. Thus, if it is not necessary to rely on the 
permitted exchange exception from a particular prohibition, it may be possible for a shareholder to 
transfer a portion of its distributing corporation shares to another person (for example, a holding 


corporation) in contemplation of a distribution,212 so that, immediately before the permitted 


exchange in relation to the distribution, it owns only some of the distributing corporation shares it 
previously held.248 In this manner, a shareholder may be able to become an indirect shareholder of 
one or more transferee corporations while remaining a shareholder of the distributing corporation. 
However, the provisions of section 55(3.1)(b) would have to be carefully examined to ensure the 
particular transaction is not a prohibited one. The circumstances in which a division of an interest in 
the distributing corporation can be effected are likely to be very narrow.2!2 


(B) Spin-off Butterfly 


In the case of a spin-off butterfly, ignoring for the moment any shares of a specified class outstanding, 
each shareholder of the distributing corporation must participate in each transferee corporation and 
its proportionate interest in each transferee corporation and in the distributing corporation (or any 
acquiror that is not a transferee corporation) immediately before the distribution must be the same as 
its proportionate interest in the distributing corporation immediately before the exchange of 
distributing corporation shares for acquiror shares. As a result, each transferee corporation will be a 
corporation that has acquired shares of the distributing corporation from each of its shareholders in 
exchange for shares of its capital stock. 


The formula in subparagraph (b)(iii) of the definition of permitted exchange specifies the percentage 
of each transferee corporation that must be owned by each participant. The objective of the formula is 
to ensure that, immediately before the distribution, each shareholder holds the same percentage 
interest in each transferee corporation (and in the distributing corporation if it is not being wound-up) 
as it held in the distributing corporation immediately before the exchange, with some flexibility 
afforded for shares of a specified class. The fair market value, immediately before the distribution 
(which is typically immediately after the exchange by the participants of their distributing corporation 
shares for acquiror shares), of each participant's shares of the capital stock of the acquiror must equal 
or approximate the amount determined by the formula 


(A x B/C) D 


where 


Ais the fair market value, immediately before the distribution, of all the shares of the acquiror 
then outstanding (other than shares issued to participants in consideration for shares of a 
specified class all the shares of which were acquired by the acquiror on the exchange), 


B is the fair market value, immediately before the exchange, of all the shares of the 
distributing corporation (other than shares of a specified class, none or all of the shares of 
which were acquired by the acquiror on the exchange) owned at that time by the participant, 


C is the fair market value, immediately before the exchange, of all shares (other than shares of 
a specified class, none or all of the shares of which were acquired by the acquiror on the 
exchange and shares to be redeemed, acquired or cancelled by the distributing corporation 
pursuant to the exercise of a statutory right of dissent by the holder of the share) of the 
distributing corporation outstanding immediately before the exchange, and 


D is the fair market value, immediately before the distribution, of all the shares issued to the 
participant by the acquiror in consideration for shares of a specified class, all of the shares of 
which were acquired by the acquiror on the exchange. 


The formula requires each shareholder of the distributing corporation to have, after the distribution, 
the same proportional interest in each transferee corporation, in each acquiror that is not a transferee 
corporation, and in the distributing corporation as it had in the distributing corporation immediately 
before the distribution, ignoring, in each case, shares of a specified class owned by a particular 


participant immediately before the exchange.222 
These principles may be illustrated by the following example: 


Example 8.21 


Pubco, a widely-held public corporation, proposes to spin off one of its subsidiaries to T1. Pubco only has common 
shares outstanding. SH1, SH2, and SH3 own 8%, 6%, and 4%, respectively, of the Pubco common shares. All of the 
outstanding Pubco shares have a fair market value of $240 million and the shares of the subsidiary to be distributed 
have a fair market value of $100 million. No Pubco shareholder dissents. T1 must acquire Pubco shares with a fair 
market value of $100 million. 


Applying the formula in the permitted exchange definition, to determine the value of the TI shares that 
each of SH1, SH2 and SH3 must own immediately before the distribution, results in the following: 


SH1: $100 million x $19.2 million +0=$8n 
$240 million 


SH2: $100 million x $14.4 million +0=$6n 
$240 million 


SHS: $100 million x $ 9.6 million +0=$4n 
$240 million 


Thus, each of SH1, SH2, and SH3 owns the same percentage of T1 immediately after the exchange of 
its Pubco shares for T1 shares, as it held of Pubco shares immediately before the exchange.224 


The formula for a permitted exchange will be satisfied only where either: (i) all or none of the shares of 
a particular specified class outstanding immediately before the exchange of distributing corporation 
shares for transferee corporation shares are transferred to a single transferee corporation (see (iii)(B) 
and (C) of the definition of permitted exchange in section 55(1)); or (ii) the holders of such shares have 
a proportional interest in each transferee corporation and in the distributing corporation (see (iii) of 
the definition of permitted exchange in section 55(1)). Thus, shareholders of a class that qualifies as a 
specified class may elect to treat them as such and remain preferred shareholders of the distributing 
corporation or become shareholders of a single transferee corporation. All the holders of shares of a 


particular specified class or series222 must either exchange all of those shares for shares of a single 


transferee corporation or participate pro rata in the butterfly in the same manner as any common 
shareholder. All shareholders of a particular class must agree on the same course of action, but the 
holders of one class are not bound by the actions of the holders of another class except in 
circumstances where there is a required redemption (see §8.4.1(c)(i)). 


These principles may be illustrated by modifying Example 8.21 as follows: 


Assume Pubco has class A preferred shares outstanding that qualify as shares of a specified class but none of those 
shares will be redeemed. Those shares have a total fair market value of $24 million and the Pubco common shares 
are worth $216 million. SH3 owns 2% of the preferred shares. 


Where none of the class A shares are transferred to T1, application of the formula to SH1, SH2, and 
SH3, to determine the value of the T1 shares that each must own immediately before the distribution, 
results in the following: 


CH. [ 100 million x $17.28 million + 0 = $8 milli 


$240 million 


SH: $100 million x $12.96 million ; +0 = $6 milli 


$240 million 


SH3: $100 million x $8.64 million ; +0 = $4 milli 


$240 million 


There would be no change to SH3's Class A preferred shares; they would remain outstanding as 
shares of Pubco. The result to SH1, SH2, and SH3 as common shareholders is identical to that in 
Example 8.21. 


However, looking at their shareholdings in Pubco post-exchange, while their percentage ownership of 
common shares will not change, their percentage of the total value of all Pubco's shares outstanding 
will decrease. This is because Class A preferred shares represented only 10% of the value of all of the 
Pubco shares outstanding immediately before the exchange, but 17.1% of the Pubco shares after the 
butterfly.223 


% Value Pre-Exchange % Value Post-Exchange 
SH1: $17.28 million = 7.2% $9.28 million = 6.6% 
$240 million $140 million 
SH2: $12.96 million =5.4% $6.96 million =4.9% 
$240 million $140 million 
SH3 $8.64 million + = 3.8% $4.64 million + $.48 million = 3.66% 
$.48 million $140 million 
$240 million 


Where all of the class A preferred shares are transferred to T1, application of the formula to SH1, 
SH2, and SH3, to determine the value of the T1 shares each must own immediately before the 
distribution, results in the following: 


$76 million x $17.28 million + 0 = $6.08 million 
$216 million 


$76 million x $12.96 million + 0 = $4.56 million 
$216 million 


$76 million x $8.64 million + (24 million x 0.2) = 
$216 million $3.52 million 


T1 will acquire all of the class A shares with a total value of $24 million. Since it must own Pubco 
shares with a total value of $100 million (the value of the subsidiary to be distributed to it), it will 
acquire Pubco common shares with a total value of only $76 million. The holders of the preferred 
shares (including SH3) will own $24 million of the total $100 million T1 shares outstanding 
immediately after the exchange. Although they collectively will have owned only 10% of Pubco, they 
will collectively own 24% of T1. All common shareholders of Pubco will own the same percentage of 


the T1 common shares as they owned of Pubco common shares immediately before the exchange.224 


However, although T1 will have acquired 42% of Pubco's assets, each of the common shareholders will 
be required to transfer less than 42% of its Pubco common shares to acquire its T1 common shares. 
This is because, immediately before the exchange, the Pubco common shares represent 90% of the 
total value of all outstanding Pubco shares but they represent 76% of the total value of T1 shares 


immediately following the exchange.222 


Pre-Exchange Post-Exchange 
SH1: 8% x $216 million = $17.28 million 8% x $76 million = $6.08 million T1 
8% xX $140 million = $11.2 million Pubco 
$17.28 million 
SH2: 6% $216 million = $12.96 million 6% x $76 million = $4.56 million T1 
6% x $140 million = $8.4 million Pubco 
$12.96 million 
SH3: 4% $216 million = $8.64 million 4% x $76 million = $3.04 million T1 
6% x $140 million = $5.6 million Pubco 


$8.64 million 


Percentage of Pubco Common Shares Transferred to T1 


SH1: $6.08 million = 35.2% 
$17.28 million 


SH2: $4.56 million = 35.2% 
$12.96 million 


SH3: $3.04 million = 35.2% 
$ 8.64 million 


The holders of Pubco class A preferred shares other than SH3 will own 23.5% of T1228 as their shares 
represented a significant part of the $100 million in Pubco shares that T1 needed to acquire prior to 
the distribution. SH1 will own approximately 6.8% of T1, SH2 will own approximately 5.5% of T1, and 
SH3 will own approximately 3.9% of T1. 


Although the assumption made was that T1 issued preferred shares in exchange for the class A 
preferred shares, that is not a requirement. SH3 (and the other class A preferred shareholders) may 
receive either T1 preferred shares or T1 common shares in exchange for the class A preferred shares. 


The definition of "permitted exchange," together with the rules in section 55(3.1)(b), generally will 
prevent a shareholder from dividing its interest in the distributing corporation as part of the series of 
transactions that includes the distribution except to the extent explicitly required to effect the 


butterfly. Subject to the special rules applicable to shares of a specified class,222 a particular 


shareholder must either transfer none of its shares or all of its shares to a single transferee 
corporation (split-up) or must participate proportionately in each transferee corporation and in the 
distributing corporation (spin-off). 


FOOTNOTES 


2116 a split-up butterfly, a particular shareholder would transfer either none or all of its shares to a single 
corporation. On a spin-off butterfly, every shareholder (with the exception of holders of shares of a 
specified class in qualifying circumstances) would transfer some of its shares to one or more 
corporations. See §§8.2.1(b)(iii) and (iv). So, depending on the type of butterfly undertaken, a 
shareholder may or may not exchange distributing corporation shares. This is not to be confused with the 
requirement in s. 55(3)(b) that a transferee corporation relinquish its entire interest in the distributing 
corporation as a final step in the butterfly. 


212S66 §§4.3 and 4.1, respectively. Section 86(1) permits a shareholder to acquire something in addition to 
shares provided there is a reorganization of capital but that would not typically occur in the context of a 
butterfly. 


213 However, this transaction would also have to be analyzed in the context of the restrictions in s. 55(3.1)(b) 
discussed at §8.4.3(d). In a butterfly reorganization, satisfying the conditions of one provision is not 
sufficient; each relevant condition must be satisfied. 


214 There may be several transferee corporations but in each case a particular shareholder of a distributing 


corporation must transfer all of its shares to a single transferee corporation in exchange for shares of 
that transferee corporation. 


215 0ther than any of its shares of a specified class that are redeemed in a permitted redemption prior to the 
transfer. 


216Where some shares of the class are redeemed, all shares of the class that qualify for redemption must be 
redeemed but not all shares of the class may qualify for redemption. See §8.4.1(c)(i). 


217 This transfer, even if in exchange for shares of the holding corporation, would not qualify as a permitted 


exchange because the holding corporation would not have acquired all of the shares held by the 
transferring shareholder. However, unless the transfer is a transaction or event that is prohibited by s. 
55(3.1), the fact it is not a permitted exchange is not relevant. 


218This proposition is premised on the words "immediately before" in this context being interpreted as 


meaning the instant before. See §8.2.2(d). 


219% or example, it is highly unlikely that a specified shareholder of the distributing corporation would be 
able to undertake such a transaction because of s. 55(3.1)(b)(i) or (iii). See §§8.4.3(d)(i) and 8.4.3(d)(iii) 
and Example 8.29. 


220chares of a specified class are subject to special rules as described below. 
221 Once the butterfly is complete, each will also own the same percentage of Pubco as it held prior to the 
butterfly. 
SH1: ($19.2 million - $8 million) = 8% 
$140 million 
SH2: ($14.4 million - $6 million) = 6% 
$140 million 
SH3: ($9.6 million - $4 million) = 4% 
$140 million 
For simplicity and illustrative purposes, it has been assumed that if all of the Pubco shares are worth $240 
million immediately before the distribution, immediately thereafter the Pubco shares will be worth $140 
million. Depending on the circumstances, this may not be a valid assumption. That is, following a butterfly, 
the sum of the value of the separate parts often exceeds the value of the whole immediately before the 


butterfly. However, regardless of the value of Pubco immediately following the butterfly, SH1, SH2, and 
SH3 will hold 8%, 6%, and 4%, respectively, of the Pubco shares. 


222566 5, 248(6). 
223-That is, $24 million/$240 million = 10% but $24 million/$140 million = 17.1%. 


2245 the assumption T1 preferred shares are issued to Pubco shareholders in exchange for their class A 
preferred shares. 


225 See note 218 regarding the value assumption made for simplicity and illustrative purposes. 


226(¢94 million - $.48 million (SH3)) + $100 million = 23.5%. 


227 and the limited right of a shareholder other than a specified shareholder to transfer a portion of its 


shares to another person. See §8.2.1(b)(iii). 
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(e) Permitted Acquisition 


Section 55(3.1) precludes reliance on the section 55(3)(b) exemption where certain transactions and 
events occur as part of the series of transactions that includes the distribution. 


Section 55(3.1)(b)(i) prohibits certain dispositions by specified shareholders of shares of a transferee 
corporation or of a distributing corporation. See §8.4.3(d)(i). Section 55(3.1)(b)(ii) prohibits an 
acquisition of control of a transferee corporation or of a distributing corporation. See §8.4.3(d)(ii). By 
virtue of section 55(3.1)(c) and (d), the section 55(3)(b) exemption may not be available where, as part 
of the series of transactions, a transferee corporation disposes of a significant portion of the property 
received on the distribution or the distributing corporation disposes of a significant portion of the 
property it retains after the distribution. See §8.4.3(e). None of sections 55(3.1)(b)(i) and (ii), and 
55(3.1)(c) and (d) applies where the transaction or event that might otherwise be prohibited is a 
permitted acquisition. Thus, the function of the definition of "permitted acquisition" is to except 
certain transactions from the prohibitions contained in section 55(3.1). 


A permitted acquisition is defined in relation to a distribution by a distributing corporation. An 
acquisition of property by a person or partnership on, or as part of, a distribution is a permitted 
acquisition: paragraph (a) of the definition. This meaning is relevant where a corporation that is itself 
a distributing corporation acquires property as part of a distribution by another corporation. Absent 
the definition of "permitted acquisition," a corporation that receives property on a butterfly could not 
itself distribute that property on a butterfly because of the restrictions imposed by sections 55(3.1)(b), 
(c), and (d). See Example 8.30 and related discussion and see §8.4.3(e)(ii). Assets to be distributed by 
a parent corporation may be located several tiers down in a corporate group. If assets could be moved 
up the corporate chain only on a taxable basis, the tax-deferral benefits afforded by the butterfly 


would be lost.222 Thus, the term permitted acquisition accommodates serial butterflies. 


An acquisition of property by a person or partnership on, or as part of, a permitted exchange or 
permitted redemption in relation to a distribution by another distributing corporation is also a 
permitted acquisition: paragraph (b) of the definition. Again, this accommodates serial 


distributions.222 


FOOTNOTES 


228, divisive reorganization that qualifies for the s. 55(3)(a) exemption may not be available to 
accommodate asset transfers within the corporate group before the distribution because of the 
restrictions on the transactions that may occur as part of the series of transactions when that exemption 
is relied on (e.g. transfers of shares for other than fair market value proceeds, a hallmark of a butterfly). 


229 S66 Example 8.30 and related discussion for an illustration of the purpose of the term in the context of 
serial butterflies. See also discussion at §8.4.3(d)(ii) 
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(f) Qualified Person 


A person who holds 10% of the shares of any class or series of a corporation is generally considered to 


be a specified shareholder of that corporation.222 Because specified shareholder status is determined 
on the basis of a class or series of shares, a shareholder with a very small preferred share interest ina 
corporation may nonetheless be a specified shareholder of that corporation. Section 55(3.1)(b) 
restricts the transactions that may be undertaken by a specified shareholder as part of the series of 
transactions that includes the distribution if the butterfly exemption is to apply. See §8.4.3(d). 
However, where certain conditions are met, a person or partnership who is a specified shareholder 
solely because of a holding of shares of a specified class of a distributing corporation may not be 
required to be treated as such for purposes of sections 55(3.1)(b)(i) and 55(3.2)(h) as it applies for 
purposes of section 55(3.1)(b)(iii). That is, a person or partnership that is a "qualified person" in 
relation to a distribution will not be treated as a specified shareholder for those two limited purposes. 


A person or partnership will be a qualified person as defined in section 55(1) in relation to a 
distribution only if several conditions are satisfied. 


The first is that the distributing corporation must deal at arm's length with the person or partnership 
at all times during the course of the series of transactions or events that includes the distribution. 


Secondly, prior to the distribution, one of two things must occur. The first alternative is that all shares 
of each class of the distributing corporation that includes shares that cause the person or partnership 
to be a specified shareholder of the distributing corporation must be exchanged for consideration that 
consists solely of shares of a specified class of the distributing corporation in a transaction that 
satisfies paragraph (a) of the definition of a permitted exchange. That provision essentially requires 
the transaction to be one described in section 51(1) or 86(1). See §8.4.1(d). All of the shares in all of 
those classes are referred to as "exchanged shares" and the shares received in exchange for the 
exchanged shares are referred to as "new" shares: subparagraph (a)(i) of the definition of qualified 
person. Under this alternative, every shareholder of the class of shares that causes a particular person 
or partnership to be a specified shareholder must participate in the exchange. 


Alternatively, the terms and conditions of all of the exchanged shares must be amended (such shares 
then referred to as "amended shares") and the amended shares must qualify as shares of a specified 
class of the distributing corporation: subparagraph (a)(ii) of the definition of qualified person. The 
nature of the required amendment is not specified although it obviously cannot involve an amendment 
that would cause the shares to lose specified class status. Because the terms and conditions of the 
class will be amended, all shareholders of the class must participate. 


The exchanged shares must have been listed on a designated stock exchange immediately before the 
exchange or amendment and the new shares or amended shares, as the case may be, must be listed on 
a designated stock exchange immediately after the exchange or amendment: paragraphs (b) and (c) of 
the definition of qualified person.224 


The exchanged shares must be shares that qualify as shares of a specified class or that would so 


qualify if they were not convertible into, or exchangeable for, other shares: paragraph (d) of the 
definition of qualified person. It is this condition coupled with the second condition that effectively 
requires the person or partnership to be a specified shareholder of the distributing corporation solely 
because it holds distributing corporation shares that qualify as shares of a specified class. That is, all 
of the shares of each class that cause it to be a specified shareholder must be exchanged or amended 
(paragraph (a)) and all of the exchanged shares must be shares of a specified class (paragraph (d)). 
Thus, for example, if a particular shareholder holds only 10% of the preferred shares of a distributing 
corporation but the shareholder's spouse owns 10% of the common shares, the particular shareholder 
is a specified shareholder both because of its preferred shareholding and because of the spouse's 


common shareholding.222 The common shares cannot be shares of a specified class and, as a result, 
the particular person cannot be a qualified person. 


Because both the new shares and exchanged shares must qualify as shares of a specified class, the 
paid-up capital of each class immediately before the beginning of the series of transactions that 
includes the distribution must be not less than the fair market value of the consideration for which the 
shares of that class then outstanding were issued. The fact that the paid-up capital of the class to 


which the exchanged shares belong will be reduced to zero222 does not by itself preclude the 
exchanged shares from qualifying. Even where the exchange is the first step in the series, immediately 
before the commencement of that series, the exchanged shares will be outstanding and the class to 
which they belong will have paid-up capital associated with it—the only issue being whether the paid- 
up capital required by the definition exists at that time. 


Because no new shares will be outstanding immediately before the commencement of the series, the 


new shares should satisfy the paid-up capital requirement of the definition of specified class.234 
Admittedly, as a result of the exchange, the paid-up capital of the class to which the new shares belong 


will increase and may be less than the fair market value of the exchanged shares.222 However, 
because paid-up capital is to be tested immediately before the series of transactions commences with 
reference to the shares then outstanding, that subsequent increase is not relevant. 


Neither the exchanged shares nor the new shares or amended shares, as the case may be, may carry 
the right to vote in the election of the board of directors of the distributing corporation except in the 
event of a failure or default under the terms of the shares: paragraph (e) of the definition of qualified 
person. Thus, for example, shares that vote only if dividends have not been paid for two consecutive 
quarters may nonetheless qualify as exchanged shares, new shares, or amended shares.22& 

Finally, no holder of the new shares or amended shares, as the case may be, may be entitled to receive 
on the redemption, cancellation or acquisition of those shares by the distributing corporation or a 
person with whom the distributing corporation does not deal at arm's length, an amount (other than a 
premium for early redemption) greater than the fair market value of the consideration for which the 
exchanged shares were issued and the amount of any unpaid dividend on the new shares or amended 
shares—not the exchanged shares: paragraph (f) of the definition of qualified person. 


Thus, if the exchange or amendment occurs at a time when there is an accrued but unpaid dividends 
on the exchanged shares, the amount of that dividend cannot be added to the redemption amount of 
the new share or amended share. If it is, the condition in paragraph (f) of the definition of qualified 
person will not be satisfied—the redemption amount cannot exceed the amount for which the 
exchanged shares were issued. Any accrued dividend must be either paid prior to the exchange or 
forfeited. By way of contrast, if the terms of the shares are amended, the accrued dividend presumably 
will simply remain as such—that is, neither added to the redemption amount, paid, nor forfeited. 


If a person or partnership satisfies the definition of qualified person, then its status as a specified 
shareholder of the distributing corporation will be ignored for purposes of section 55(3.1)(b)(i) (see 
§8.4.3(d)(i)). As a result, a disposition by it of shares of the distributing corporation or shares of a 


transferee corporation may be ignored for that purpose. However, it is only its status as a specified 
shareholder of the distributing corporation that is ignored. If it is also a specified shareholder of a 
transferee corporation, its status as a qualified person will not protect it from the scope of section 


55(3.1)(b)(i) in respect of share dispositions.222 


Section 55(3.2)(h) deems a corporation that is a shareholder and specified shareholder of the 
distributing corporation at any time in the course of the series of transactions to be a transferee 
corporation for purposes of section 55(3.1)(b). Where the corporation is a qualified person, this rule 
will not apply. 


These principles may be illustrated with the following example. 
Example 8.22 


Pubco, a widely-held public corporation, proposes to effect a spin-off butterfly pursuant to which a subsidiary, Opco, 
will be transferred to a new public corporation, TCo. In addition to its common shares, Pubco has issued three classes 
of preferred shares. All of the preferred shares were issued before 2002 and all qualify as shares of a specified class. 
The class A preferred are not listed; the class B preferred and class C preferred are listed on the Toronto Stock 
Exchange. ACo owns 3% of the Pubco common shares and 10% of the class A preferred shares. BCo owns 5% of the 
Pubco common shares and 10% of the class B preferred shares. CCo owns 8% of the Pubco common shares and 10% 
of the class C preferred shares. DCo owns 10% of the Pubco common shares and 5% of the class B preferred shares. 
The class C preferred shares are convertible into Class D preferred shares (none of which are outstanding) and the 
class B preferred shares are convertible into Class C preferred shares. Otherwise there are no conversion rights. 
Only the class C preferred shares are voting. 


Absent the definition of qualified person, each of ACo, BCo, CCo, and DCo will be a specified 
shareholder of Pubco for purposes of section 55 because each of them owns at least 10% of one class 
of the outstanding Pubco shares: see the definition of "specified shareholder" in section 248(1) as 
modified by section 55(5)(e). 


However, neither ACo nor DCo could be a qualified person. The class A preferred shares, the holding 
of which results in specified shareholder status for ACo, are not listed: paragraph (b) of the definition 
of qualified person. DCo cannot be a qualified person because it is its holding of common shares, not 
preferred shares, which results in specified shareholder status: paragraph (a) of the definition of 
qualified person. 


BCo and Co are specified shareholders solely because of their holdings of Pubco preferred shares. 
Those shares are listed. However, because the class C preferred shares are voting, they cannot satisfy 
the non-voting requirement for exchanged shares. While shares issued before December 19, 2002, can 
qualify as shares of a specified class if they are voting, the qualified person definition requires the 
exchanged shares to be non-voting regardless of when they were issued, presumably on the basis that 
a shareholder with 10% or more of a class of voting shares has sufficient influence on the corporation 
that it should be treated as a specified shareholder. Neither a conversion of those shares into class D 
shares, even if the class D shares were listed, nor amending the terms of the class C preferred shares 
to remove the voting rights would help. Because any such conversion or amendment would be 
considered part of the series of transactions, CCo will have been a specified shareholder during the 
course of the series which is all that is required by section 55(3.1)(b). 


Thus, only BCo may potentially achieve qualified person status. The fact that the class B preferred 
shares are convertible into class C preferred shares, which, as voting shares, would not be shares of a 
specified class if issued after 2002 is not an impediment because, for purposes of the qualified person 
definition, specified class status is to be determined without reference to conversion rights. 
Nonetheless, if BCo is to qualify as a qualified person: (i) either the terms of the class B preferred 
shares must be amended (perhaps to delete the conversion rights) or all of the class B preferred 


shares outstanding must be exchanged for other Pubco shares;228 (ii) the amended shares or new 
shares must be listed on a designated stock exchange; and (iii) the amended shares or the new shares 


must be shares of a specified class. Because BCo holds only 10% of the class B preferred shares, its 
ability to achieve qualified person status is, to a significant extent, dependent on the other class B 
preferred shareholders. Under the governing corporate law, amendment of the class B preferred 
share terms or the exchange of all class B preferred shares for shares of another class would require 
approval of the class B preferred shareholders as a class or an order of the court in the context of a 
plan of arrangement, which order itself might be conditioned on approval by the shareholders. 


FOOTNOTES 


230 c66 definition in s. 248(1) as modified by ss. 55(3.2)(a), (3.3) and (5)(e). See the discussion at §8.4.3(d)(i) 
(A). 


231 For the period prior to December 14, 2007, the references to "designated stock exchange" should be 


read as references to "prescribed stock exchange." 


232For purposes of the definition of specified shareholder in s. 248(1), a person is deemed to own the shares 
owned by a person with whom it does not deal at arm's length. 


2330 the exchange, all of the stated capital attributable to the exchanged shares will be moved from the 
exchanged shares class to the new share class because all shareholders of the class must participate in 
the exchange. 


2341) virtually all circumstances the exchanged shares would not be exchanged for shares of an existing 
class. 


235 See, for example, ss. 51(3) (84.3.4) and 86(2.1) (§4.1.6) and s. 26(3) of the CBCA and s. 24(3) of the 
OBCA. 


236 Shares issued after December 20, 2002 must satisfy this condition to qualify as shares of a specified 
class. While shares issued before December 20, 2002 that carry the right to vote may qualify as shares of 
a specified class, a holder of such shares cannot be a qualified person if it is those shares that cause it to 
be a specified shareholder. 


237 Regardless of a shareholder's status as a qualified person, any disposition of property by it would, of 
course, also have to be considered in the light of ss. 55(3.1)(b)(ii) and (iii) to determine whether the 
disposition otherwise affected the availability of the butterfly exemption. See §§8.4.3(d)(ii) and 8.4.3(d) 
(iii). 


238 y) holders of class B preferred shares must participate in the exchange or amendment. 
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8.4.2 Types of Property 


A distribution requires a transferee corporation to receive its pro rata share of each type of 
property of the distributing corporation. There are no guidelines in the Act for distinguishing 
between different types of property and the jurisprudence has not considered the question 
in any meaningful way. The only judicial comments on that question state that equipment is 
not the same type of property as cash, something that appears obvious: see Northern Hot Oil 
Services Ltd. v. R.222 However, beyond that there is no particular judicial guidance. The 
phrase "property of each type" could be read narrowly: buildings are one type, vehicles 
another type, accounts receivable another type, etc. Fortunately, CRA interprets the concept 


reasonably broadly and continues to use guidelines described by Robertson in 1981242 as 
follows: 


Generally, property should fall into one of the following three types: (i) cash or near-cash, (ii) business 
assets, or (iii) investments. 


This is not necessarily a hard and fast rule, however, and it is possible that different groupings could be 
acceptable, if necessary, to facilitate the transaction where we are satisfied that [the] butterfly is not 
being used to disguise [a] sale or a barter transaction. 


Robertson elaborated on the three categories of property as follows: 


Marketable securities, receivables, and inventory (that is, most current assets) will generally be 
considered cash or near-cash. 


Business assets will be those other assets used to earn the business income that the corporation reports. 
Rental properties will be business assets if the rental income is reported as an active business income. 
Where the butterfly transactions are otherwise acceptable, inventory could be considered a business 
asset. 


Investments will be those other assets not used to earn business income. Shares in a subsidiary will often 
be investment assets. However, we will look through the shares to determine what their underlying value 
is represented by. 


The statements regarding shares of subsidiaries refer to the approach CRA takes to 
analyzing the property of a distributing corporation. CRA uses what it calls a consolidated 
look-through approach to analyzing the types of property. This concept is described below at 
§8.4.2(a). 


Even more detailed guidelines for distinguishing between different types of property were 
set out by Robert Read in 1988 as follows: 


The cash or near-cash property category generally consists of the corporation's current assets and similar 


assets including cash, short-term deposits, and marketable securities (other than those held as portfolio 
investments) and, subject to the following comments relating to business property, also includes accounts 
receivable, inventory, and prepaid expenses. Advances to other corporations within a corporate group are 
generally considered to be cash or near-cash property. This category may also include other property that 
would otherwise be classified as business property or investment property, which will be converted to 
cash or near-cash property as part of the series of transactions described in subsection 55(2)... 


The business property category generally consists of the corporation's property, other than cash or near- 
cash, that is used by the corporation to earn business income. Rental properties may be classified as 
business property if the rental income is active business income. Accounts receivable, inventory, and 
prepaid expenses acquired by a transferee [corporation] (or, . . . retained by the [distributing] 
corporation) may, in appropriate circumstances, also be classified as business property if the transferee 
[corporation] (or the [distributing] corporation) will acquire (or retain) and operate the business to which 
they relate, and if they will be collected, sold, or consumed, as the case may be, in the ordinary course of 
that business. It is our view that the categorization of such property as business property would be 
unacceptable if it facilitates a significantly disproportionate allocation of such property to a particular 
shareholder, because such an allocation would clearly be inconsistent with the fundamental tax policy 
objective of preventing cash-outs. An example in which the categorization of accounts receivable, 
inventory, and prepaid expenses as business property could be acceptable is a situation in which a 
[distributing] corporation, the shares of which are owned equally by two persons, owns two businesses of 
equal value and owns no other property. The fair market value of the accounts receivable, inventory, and 
prepaids referable to each business is not the same. The objective is to butterfly one business to each of 
the two shareholders. We believe, in this case, that the categorization of the accounts receivable, 
inventory, and prepaid expenses of each business as business property would be acceptable provided that 
each of the [transferee corporations] will continue to operate the business transferred to it, as described 
above, and provided that the allocation of such property does not result in a significant cashing-out of 
either transferee [corporation]. 


The investment category generally consists of the corporation's property, other than cash or near-cash 


property or property that will be converted into cash or near-cash property, that is not used to earn 
241 


business income reported by the corporation. 
In determining the classification of a particular asset, the use made by the distributing 
corporation of the asset immediately before the distribution is generally relevant. For 
example, a building in which the distributing corporation carries on business likely will be 
classified as a business property notwithstanding that the transferee corporation intends to 
rent out a part of the building immediately after the distribution. Sometimes a particular 
asset may be classified as partially one type of property and partially another. For example, 
CRA has suggested a life insurance policy might be cash to the extent of its cash surrender 


value and investment property to the extent that the fair market value of the policy exceeds 
242 


the cash surrender value.==* 

As is clear from the above statements, where a corporation proposes a butterfly, a careful 
analysis of each of its assets must be undertaken. While the category to which a particular 
asset belongs frequently will be obvious, that will not be true of all assets. To the extent the 
distributing corporation has any doubt about the particular categorization of an asset, 
guidance should be sought from CRA in the context of an advance income tax ruling 


application.243 


Various tax accounts are not considered property for purposes of a butterfly reorganization. 
Thus, for example, non-capital losses, net capital losses, capital dividend account and 
refundable dividend tax on hand account balances, and general rate income pool balances of 


the distributing corporation2“4 are not property for purposes of determining whether a 


distribution is made.242 


FOOTNOTES 


239 Northern Hot Oil Services Ltd. v. R., 1997 CarswellNat 46, [1997] 2 C.T.C. 2543, 97 D.TC. 
1210 (T.C.C,). 


240 Cupra note 21. 
241 supra note 63 at 18:17-18. 
242. See CRA Document 2011—0399401C6, Q. 3, supra note 5. 


243 For examples of circumstances in which a taxpayer sought CRA concurrence with a particular 
classification, see Income Tax Rulings, CRA Documents 2003-00521R3, dated May 24, 2004 
and 2007-0249451R3, dated January 21, 2008. 


2446, of any corporations the assets and liabilities of which are consolidated with the distributing 
corporation's assets and liabilities under the consolidated look-through approach (see § 
8.4.2(a)). 


245 See for example, Income Tax Rulings, CRA Documents 2008-0279961R3, dated December 31, 
2010 and 2008-0281481R3, dated December 31, 2010. 
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(a) Consolidated Look-Through Approach 


Often a distributing corporation will own one or more subsidiaries and those subsidiaries 
may own interests in one or more other corporations or partnerships. Rather than categorize 
such shares as investment property or business property, CRA adopts what is referred to as 
a consolidated look-through approach for purposes of categorizing those shares. 


Read described the consolidated look-through approach as follows: 


The look-through approach is used in each case where the [distributing] corporation .. . owns shares of a 
subsidiary or other corporations in which the [distributing] corporation has some significant influence. 
"Significant influence" is given the meaning provided by section [3051 ]248 of the CICA Handbook. 


In determining whether such a corporation has property of each type, [CRA] will look through the shares 
owned by the [distributing] corporation to determine the balance of each type of property of the 
[distributing] corporation on a consolidated basis. After the completion of the transfers to shareholders, 
each [transferee corporation's] property position will be determined, using the look-through and 
consolidated concepts, to determine whether the pro rata types of property test ... has been satisfied 
with respect to each type of property. 


In using the look-through approach, [CRA] does not consider some shares to be one type of property and 
other shares to be another type of property, but rather examines the consolidated result and considers 
that a transferee [corporation] who receives shares of a corporation receives part of each type of property 


owned by the corporation.242 


The consolidated look-through approach may be illustrated by the following simple example: 
Example 8.23 


ACo, a private company, only owns cash and near-cash assets with a fair market value of $10 million, 
shares of Sub1 with a fair market value of $25 million and shares of Sub2 with a fair market value of $30 
million. ACo is the only shareholder of Sub1 and Sub2. Sub1's only assets are operating assets for its 
business with a net fair market value of $22 million and cash and near-cash assets of $3 million. Sub2's 
only assets are operating assets for its business with a net fair market value of $26 million, a portfolio of 
publicly-traded securities with a fair market value of $2 million, and cash and near-cash assets of $2 
million. ACo wishes to distribute the shares of Sub1 to its shareholders. 


For purposes of a butterfly, on a consolidated look-through basis ACo's assets consist of 
business assets of $48 million, cash and near-cash assets of $15 million and investment 
assets of $2 million. In respect of each type of property transferred by the distributing 
corporation, the fair market value of the property acquired by each transferee corporation 
must equal or approximate the transferee corporation's pro rata share of all property of that 
type owned by the distributing corporation immediately before the transfer. See §8.4.1(a). 


The Sub1 shares represent approximately 46% of ACo's business assets.248 Therefore, to 
transfer the Sub1 shares to a transferee corporation on a spin-off butterfly, ACo would have 
to distribute 46% of its cash and near-cash assets and 46% of its investment assets. The 


Sub1 shares represent only 20% of ACo's consolidated cash and near-cash assets.242 
However, because ACo itself has cash and near-cash assets, it may transfer some of its cash 
(together with the Sub1 shares) to the transferee corporation to ensure that 46% of its cash 


and near-cash assets is distributed.222 The only investment property is Sub2's investment 
portfolio. To transfer 46% of those assets, ACo might acquire appropriate assets from Sub2 


so they could be distributed by ACo to the transferee corporation.22! A transfer of some of 
the Sub2 shares would not suffice as each Sub2 share would represent, in part, a business 


asset, a cash and near-cash asset and an investment asset.222 


Where the shares of a corporation over which there is significant influence are being 
transferred proportionately to each transferee corporation it may not be necessary to apply 


the consolidated look-through approach to those particular shares.223 


FOOTNOTES 


246 Formerly section 3050. According to the CICA Handbook, significant influence differs from 
control and joint control: 


An investor may be able to exercise significant influence over the strategic operating, 
investing and financing policies of an investee even when the investor does not control or 
jointly control the investee. The ability to exercise significant influence may be indicated by, 
for example, representation on the board of directors, participation in policymaking 
processes, material intercompany transactions, interchange of managerial personnel or 
provision of technical information. If the investor holds less than 20 percent of the voting 
interest in the investee, it is presumed that the investor does not have the ability to 
exercise significant influence, unless such influence is clearly demonstrated. On the other 
hand, the holding of 20 percent or more of the voting interest in the investee does not in 
itself confirm the ability to exercise significant influence. A substantial or majority 
ownership by another investor would not necessarily preclude an investor from exercising 
significant influence. 


247 supra note 63 at 18:19. 


248 692 million = 46% 
$48 million 


249 53 million = 20% 


$15 million 


250The total cash and near-cash on a consolidated basis is $15 million, and 46% of that is $6.9 
million. Thus, Aco would have to transfer $3.9 million of its own cash as well as the Subl 
shares (which represent $3 million of cash and near-cash) to the transferee corporation. 


251 That is one option but such sale may give rise to tax. Another option might be to cause Sub2 to 
sell all of its investment assets. See §8.4.3(c) for a discussion about the limitations on pre- 
distribution transfers or sales of assets. 


252S6¢ Harris, supra note 188 for detailed examples of how the consolidated look-through 
approach is applied by CRA. 


253See, for example, Income Tax Ruling, CRA Document 2004-0104851R3, dated October 5, 2005. 
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(b) Valuation of Types of Property: Net Equity or Gross Equity 


The transferee corporation's pro rata share of each type of property is determined by 
comparing the fair market value of all the shares of the distributing corporation owned by 
the transferee corporation immediately before the transfer to the fair market value of all the 
issued shares of the distributing corporation immediately before the transfer. Both common 
shares and preferred shares must be included in this calculation. See §8.4.1(a). 


However, how the property and shares of the distributing corporation are to be valued is not 
specified in the legislation. For example, in Example 8.23, liabilities were not expressly 
addressed and the legislation does not specify how liabilities of the distributing corporation 
or deferred taxes should be treated. CRA recognizes that the legislative wording only 
requires that a transferee corporation receive its pro rata share of the gross fair market 
value of each type of property of the distributing corporation. Consequently, CRA permits 
butterflies to take place on a gross fair market value basis. This form of butterfly 
reorganization has become known as a "gross equity butterfly" or "gross asset butterfly". 
CRA takes the position that a gross equity butterfly must be undertaken on a fair market 
value basis. Thus, a transferee corporation must assume its pro rata share of the aggregate 


liabilities of the distributing corporation so that it receives only its pro rata share of the 
254 


distributing corporation's net assets.<?= 

CRA also permits the fair market value of each type of property to be calculated net of 
liabilities. This form of butterfly has become known as a "net equity butterfly." However, CRA 
has developed guidelines for allocating liabilities to particular types of assets where a 
distribution is effected on a net equity basis. These guidelines were described by Hiltz in 


1989:299 


The liabilities of the [distributing] corporation (determined on a consolidated basis where appropriate) 
are ordinarily allocated to property of each type of the [distributing] corporation (determined on a 
consolidated basis where appropriate) and deducted in the calculation of the net fair market value of the 
property of each type of the [distributing] corporation, as follows: 


1. Current liabilities are allocated to cash and near-cash property, including accounts receivable, 
inventory, and prepaid expenses, on a proportionate basis, to the extent of the fair market value of such 
property. 


2. Liabilities, other than current liabilities, that relate to a particular property will be allocated to the 
particular property (and effectively to the type to which the particular property belongs) to the extent of 
the property's net fair market value. 


3. Liabilities, other than current liabilities, that pertain to a type of property but not to a specific property 


will be allocated to that type of property, but not in excess of the net fair market value of such type of 
property after the allocations described in steps 1 and 2 above. 


4. Liabilities that have not been allocated in steps 1, 2 and 3 will be allocated on a proportionate basis 
according to the net value of each type of property of the particular corporation as determined after steps 
1, 2, and 3. 


As we confirmed in 1988, when the person who will own the receivables, inventory, or prepaids after the 
butterfly will carry on the business to which those properties relate, the net value of those properties, as 
determined after the allocation of current liabilities described in step 1, may ordinarily be included in net 
business property before the allocations described in steps 2, 3, and 4 are made. 


The determination of the fair market value of a type of property on a net basis, after 
deducting liabilities, is an administrative concession on the part of CRA. Accordingly, CRA 
will strictly apply the foregoing guidelines in order to ensure that the net equity butterfly is 
not used as a method of "cashing out" a shareholder. 


These principles may be illustrated by modifying Example 8.23 as follows: 


Example 8.24 


Assume ACo's unconsolidated cash and near-cash assets consist of cash of $8 million and accounts 
receivable of $2 million. ACo has no debt. Sub1's cash and near-cash assets consist of cash of $500,000, 
inventory of $2.5 million and accounts receivable of $1 million. Sub1 has long-term debt of $10 million, 
including a $4 million mortgage against the building in which it carries on business, and current liabilities 
of $1 million. Sub1's building has a fair market value of $6.5 million. Sub2's cash and near-cash consists 
of cash of $250,000, accounts receivable of $750,000 and inventory of $1 million. Sub2 has current 
liabilities of $1 million and long-term debt of $15 million. 


An analysis of ACo's property for purposes of a net equity butterfly would result in the 
following: 


Gross Apply Net Assets Apply Other Net Assets 
Assets226 Specified Liabilities 

Liabilities 

Cash and Near-Cash 
Cash $8,750,000 $1,093,750 $7,656,250 $2,225,654 $5,430,596 
Accounts 3,750,000 468,750 3,281,250 953,852 2,327,398 
Receivable 
Inventory 3,500,000 437,500 3,062,500 890,262 2,172,238 

Business Assets 

Building 6,500,000222 4,000,000 2,500,000 726,744 1,773,256 
Other Business 67,500,000 67,500,000 19,622,093 47,877,907 

Investment Assets 
Investment 2,000,000 2,000,000 581,395 1,418,605 
Assets 


Notwithstanding the strict allocation rules applicable to net equity butterflies, generally 


butterfly reorganizations proceed on this basis. One reason may be that a corporation with a 
negative working capital position would have at least two types of property, cash or near- 
cash and business assets, on a gross equity basis but only one type of property on a net 
equity basis and, thus, on a net equity butterfly, only one type of property would have to be 
distributed. Secondly, despite the strict allocation rules CRA applies to net equity butterflies, 
the transferee corporation is not required to assume the liabilities of the distributing 
corporation on a pro rata basis.222 Therefore, a holder of 50% of the shares of a particular 
corporation could receive 70% of the distributing corporation's gross assets provided that it 
assumed sufficient liabilities so that it received only 50% of the distributing corporation's 
net assets. 


In CRA's view, the value of the property is tied to the attributes of the property and is 
unaffected by the tax position of the owner. Therefore, deferred taxes are not taken into 
account in valuing a corporation's property and are not treated as a liability. An amount is 
not considered a liability unless payable pursuant to a legal obligation and it can be 
quantified.222 Where, however, the distributing corporation will incur a tax liability as a 
result of the butterfly transfer (for example, where the elected amount on the section 85(1) 
rollover exceeds the cost amount of the property), CRA permits the resulting tax liability to 
be considered a current liability of the distributing corporation and allocated in accordance 
with the guidelines outlined above. 


FOOTNOTES 


254. Se¢@ C. Brian Darling and Ted Harris, "Revenue Canada Panel" in Creative Tax Planning for 
Real Estate Transactions-Beyond Tax Reform and into the 1990s, 1989 Corporate Management 
Tax Conference (Toronto: Canadian Tax Foundation, 1989) 8:1-59 at 8:27. For some more 
recent examples, see Advance Income Tax Rulings 2010-0364681R3, dated October 10, 2010, 
2007-0241221R3, dated July 16, 2008, and 2006-0188101R3, dated December 13, 2006. 


295 supra note 90 at p. 20:41. 


256-That is, the sum of the gross assets of ACo, Sub 1 and Sub 2, being $10 million (ACo); $36 
million (Sub1,i.e., $25 million share value plus $11 million of debt); and $42 million (Sub2, i.e., 
$30 million share value plus $16 million of debt). $10 million + $36 million + $42 million = 
$92 million. 


257 That is, gross assets less the specifically identified assets, being $92 million — ($8.75 million 
cash + $3.75 million accounts receivable + $3.5 million inventory + $6.5 million building + $2 
million investment portfolio). $92 million - $24.5 million = $67.5 million. 


258While a gross equity butterfly requires a transferee corporation to assume its pro rata share of 
the distributing corporation's aggregate liabilities, the rigid allocation of liabilities contained in 
CRA's guidelines for a net equity butterfly will not apply. So, for example, a transferee 
corporation on a gross equity butterfly could assume a disproportionately large share of long- 


term liabilities. 


259 See, for example, Income Tax Ruling, CRA Document 2008-0281481R3, dated December 31, 
2010. 
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8.4.3 Divisive Reorganizations—The Butterfly Exemption: Section 55(3)(b) 


As described at §8.4, section 55(3)(b) provides the exemption from section 55(2) that 
accommodates arm's-length divisive reorganizations, each typically referred to as a 
butterfly reorganization or simply a butterfly. A butterfly reorganization permits the assets 
of a corporation to be divided among its shareholders on a tax-deferred basis. One of the 
more interesting aspects of a butterfly reorganization is that, for historical reasons, there is 
no codification of the rules describing the steps to be undertaken to effect a butterfly. 
Rather, a butterfly relies on rollovers governed by sections 51, 85, 85.1, and 86 and a 
deduction for intercorporate dividends under section 112 not being denied by virtue of 
section 55(2). While section 55(3)(b) is the basis of the butterfly exemption, significant 
additional restrictions and conditions are found in section 55(3.1) and important interpretive 
rules are found throughout section 55. Moreover, the conditions applicable to a butterfly 
depend in part on whether it is a split-up butterfly (see §8.2.1(b)(iii)) or a spin-off butterfly 
(see §8.2.1(b)(iv)) and, in the latter case, on whether the distributing corporation qualifies as 
a specified corporation. 
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(a) Specified Corporations: Spin-Off Butterfly Reorganizations Involving Public 
Corporations and Their Subsidiaries 


Effective for transactions occurring after 1998, the Act was amended to permit a public 
corporation (or a wholly-owned subsidiary of a public corporation) to effect a spin-off 
butterfly without regard to the requirement that each transferee corporation receive a pro 
rata share of each type of property of the distributing corporation provided that certain 


conditions are satisfied. All of the other conditions applicable to a spin-off butterfly2©2 


continue to apply in these circumstances. 


Section 55(3.02) simply provides that where the transfer of property is made by a specified 
corporation to an acquiror (essentially a transferee corporation) the references to "each type 
of property" and "property of that type" in the definition of distribution are to be read as 
references to property. Thus, while the transferee corporation must acquire property of the 
distributing corporation with a fair market value equal to the value of the distributing 
corporation shares it holds, the nature or the mix of that property is irrelevant. To qualify for 
this relief, several conditions must be satisfied all of which are imposed through the 
definition of specified corporation in section 55(1); only a specified corporation is entitled to 
read the definition of distribution in the modified way. 


Only a public corporation (section 89(1)) or a specified wholly-owned corporation of a public 
corporation may qualify as a specified corporation: paragraph (a) of the definition of 
specified corporation. A specified wholly-owned corporation of a public corporation is 
defined in section 55(1) as a corporation all of the outstanding shares of which (other than 
directors' qualifying shares and shares of a specified class (see §8.4.1(b)) are held by the 
public corporation, a specified wholly-owned corporation of the public corporation, or any 
combination of the public corporation and specified wholly-owned corporations of the public 
corporation. 


A corporation will qualify as a specified corporation only if shares of its capital stock are 
exchanged for shares of another corporation (called an acquiror for this purpose and for 
purposes of section 55(3.02)) in an exchange that would qualify as a permitted exchange 
were that definition read without paragraph (a) and subparagraph (b)(ii): paragraph (b) of 
the definition. Therefore, each shareholder of the distributing corporation (with the 
exception of holders of shares of a specified class) must exchange the same percentage of its 
distributing corporation shares for shares of the same transferee corporation such that, 
immediately after the exchange, the shareholder holds the same percentage of the 


distributing corporation as it does of the transferee corporation.2&! This restriction has the 


effect of limiting the scope of the term "specified corporation" to those undertaking a spin- 
off butterfly. 


Thirdly, a distributing corporation will not qualify as a specified corporation if it makes a 
distribution, to a corporation that is not an acquiror, at any time in the three years following 


the effective day of the spin-off:2©2 paragraph (c) of the definition. The meaning of acquiror 
in this context is restricted to a transferee corporation on a spin-off butterfly. Consequently, 
this restriction precludes the distributing corporation from undertaking a split-up butterfly 
within that three-year period. However, it does not preclude it from undertaking another 
spin-off butterfly. Shares of the distributing corporation may be acquired in that period by an 
acquiror as defined in the definition of specified corporation—that is, in an exchange that 
satisfies the conditions described in the immediately preceding paragraph. 


Finally, a distributing corporation will not qualify as a specified corporation if a transferee 
corporation to which property was transferred on the spinoff butterfly makes a distribution 
at any time during three years from the effective day of the spin-off:292 paragraph (d) of the 
definition. This restriction prohibits the transferee corporation on the spin-off from 
undertaking any kind of butterfly (i.e., spin-off or split-up) during the three-year period 
following the distribution of property to it by the distributing corporation. 


The prohibitions in paragraphs (c) and (d) cannot be avoided by causing the relevant 
corporation to amalgamate with one or more other corporations or by having it wind up in 
circumstances to which section 88(1) applies. For this purpose, following an amalgamation, 
the new corporation is deemed to be the same corporation as and a continuation of each 
amalgamating corporation. Following a winding-up, the parent is deemed to be the same 
corporation as and a continuation of the subsidiary: paragraphs (e) and (f) of the definition. 


The Department of Finance has expressed some willingness to provide further relief from 
the restrictions applicable to butterflies where the distributing corporation qualifies as a 
specified corporation. In particular, it is considering exempting such a spin-off from the rules 
in section 55(3.1)(a) which prohibit certain property acquisitions in contemplation of a 


butterfly distribution (see §8.4.3(c)).2% 


FOOTNOTES 


260 Foy example, there must be a severance of shareholdings between the distributing corporation 
and the transferee corporations. 


261 o¢ course, there may be more than one acquiror but, if so, following each exchange, each 
distributing corporation shareholder must hold the same percentage of the shares of each 
acquiror and the distributing corporation. 


262- Technically, after 1998 and before the day that is three years following the day its shares are 
exchanged for shares of the acquiror. 


263 Technically, the three years after the day on which it issues shares in exchange for shares of 
the distributing corporation. 


264 Se¢ Letter from the Department of Finance dated November 26, 2004. This chapter of the 
book does not address in detail the rules associated with the introduction of the preferential 
tax treatment of eligible dividends (see s. 89(1)). See note 30. However, in the context of a 
public company spin-off, it is common for the deemed dividends to be designated as eligible 
dividends so that no LRIP arises on the butterfly. 


2019 Thomson Reuters Canada Limited 
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(b) Section 55(3)(b): The Basic Exemption 


The section 55(3)(b) exemption will be available only when both its conditions are satisfied 
and none of the provisions of section 55(3.1)(a), (b), (c), or (d) applies. 


The section 55(3)(b) exemption requires that the dividend be received in the course of a 
reorganization and that, as part of the reorganization, 


1. a distribution is made by a distributing corporation to one or more transferee 
corporations: section 55(3)(b)(i)(A); 


2. the distributing corporation is wound up, or all the shares of the distributing 
corporation owned by each transferee corporation immediately before the 
distribution are redeemed or cancelled (otherwise than by way of an exchange to 
which section 51(1), 85(1), or 86(1) applies): section 55(3)(b)(i)(B). 


A distribution requires that the property of the distributing corporation be transferred 
(directly or indirectly) to one or more corporations that are (or became) shareholders of the 
distributing corporation proportionately to the corporation's shareholding in the 
distributing corporation (see §8.4.1(a) for a detailed discussion of the requirements of a 
distribution). 


The second condition requires shares of the distributing corporation held by the transferee 
corporations to disappear and not be replaced by other shares. 

If those conditions are satisfied, dividends arising on a permitted redemption2©2 in relation 
to the distribution or on a winding-up of the distributing corporation will be exempt from 
section 55(2): section 55(3)(b)(ii). However, it is only those particular dividends that are 
thereby exempted. Dividends that may be linked to the reorganization but that do not arise 
on a permitted redemption or on a winding-up of the distributing corporation will not qualify 
for the exemption. These principles may be illustrated by the following example: 


Example 8.25 


Investco has four corporate shareholders, SH1, SH2, SH3, and SH4, each of whom owns 25% of the 
Investco common shares. The paid-up capital of those shares is $20,000. The adjusted cost base to SH1 of 
its Investco shares is $20,000. Investco's only assets are cash of $10,000 and 1,000 common shares of 
Pubco with a value of $100,000 and an adjusted cost base to Investco of $25,000. Investco owns less than 
1% of all of the Pubco shares outstanding. SH1 determines it wishes to acquire its pro rata share of the 
Investco assets through a butterfly. 


Investco transfers 250 Pubco common shares and $2,500 cash to SH1 in exchange for SH1 redeemable 
preferred shares with a redemption amount of $27,500. A section 85(1) election is filed in respect of the 
transfer of the Pubco shares and $6,250 is the amount elected as the proceeds of disposition. The paid-up 
capital of the redeemable preferred shares is limited to $8,750258 by virtue of section 85(2.1). SH1 
redeems the preferred shares by issuing a $27,500 demand promissory note and Investco purchases for 
cancellation its common shares held by SH1 by issuing a $27,500 demand promissory note. The result is 
Investco is deemed to receive a dividend of $18,750 and SH1 is deemed to receive a dividend of $22,500. 
SH1 uses the cash to pay a dividend to its shareholders, ACo and BCo. 


The deemed dividends received by each of SH1 and Investco are received on a permitted 
redemption in relation to Investco's distribution: see paragraphs (a) and (b) of the definition 
of permitted redemption and the discussion at §8.4.1(c)(ii). They are therefore eligible for 
the section 55(3)(b) exemption provided all the conditions in section 55(3.1) are satisfied. 
However, the dividend paid by SH1 to its shareholders is not be eligible for the section 55(3) 
(b) exemption because it did not arise on a permitted redemption or on the winding-up of the 


distributing corporation (Investco).2&2 If that dividend is considered part of the series of 
transactions that includes the distribution by Investco, and one of its purposes is to reduce a 
capital gain, another exemption from section 55(2) must be found for ACo and BCo. 


FOOTNOTES 


265 Essentially the cross-redemption/purchase for cancellation of shares between the distributing 
corporation and a transferee corporation. See §8.4.1(c)(ii). 


266 The $6,250 elected amount plus the cash of $2,500. 


267 This butterfly is a single-wing butterfly (see §8.2.1(b)(ii)) and thus the distributing corporation 
was not wound up. 
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(c) Prohibition on Property Becoming Property: Section 55(3.1)(a) 


By virtue of section 55(3.1)(a), the butterfly exemption does not apply if, in contemplation of 
and before the transfer of property by the distributing corporation, property becomes 
property of the distributing corporation, a corporation controlled by it, or a predecessor 
corporation of any such corporation unless the property is acquired in a manner specifically 
permitted by section 55(3.1)(a). Section 55(3.1)(a) excludes from its operation a specified 
corporation. The purpose of section 55(3.1)(a) is to preclude a distributing corporation from 
changing the nature or mix of its assets in contemplation of a butterfly. While a form of 
section 55(3.1)(a) existed before the 1994 amendments,2®% it is consistent with the 
continuity of interest principle that has been the underpinning of the butterfly exemption 
since 1994 and thus remains an important part of the rules.2©2 The Department of Finance 
Technical Notes that accompanied the 1994 amendments to section 55 contained the 
following statements in connection with section 55(3.1)(a): 


This restriction is intended primarily to prevent the bartering of assets on a tax-deferred basis and to 
prevent temporary changes to the types of property owned by the distributing corporation that would 
allow a shareholder to be cashed out on a tax-free basis. 


However, there is nothing in the provision itself that states that principle, or limits its 
application to circumstances in which there has been a change in the nature of the assets. 
Thus, a transaction that is prohibited by the provision will result in a loss of the exemption 
without regard to whether that transaction had any effect on the nature or mix of the 
distributing corporation's property. 


To determine if a transferee corporation is acquiring a pro rata share of each type of 
property of the distributing corporation, the property of the distributing corporation is 
examined and categorized on a consolidated look-through basis (see §8.4.2(a)). 
Consequently, an acquisition of property by a subsidiary of the distributing corporation or by 
a corporation over which the distributing corporation has significant influence is considered 
an acquisition of property by the distributing corporation. 


Section 55(3.1)(a) will deny the butterfly exemption if property has been acquired "in 
contemplation of and before" the distribution otherwise than by virtue of certain permitted 
transactions. The prohibition in section 55(3.1)(a) is a broad one, and the onus is on the 
taxpayer to establish that a particular transaction was not effected in contemplation of the 
butterfly. 


CRA generally requires some causal connection between the acquisition of property and the 


butterfly reorganization and uses guidelines described by Harris, as follows: 


Although this [language] is broad, it applies only to property which is acquired in contemplation of the 
subsequent butterfly reorganization. Consequently, it is not necessary for a corporation which is 
contemplating a butterfly reorganization to virtually freeze its operations until after the implementation 
of the proposed butterfly. As stated in our 1989 paper "[i]t is not our view that property will necessarily be 
considered to have become property in contemplation of a subsequent butterfly reorganization merely 
because it is intended, at the time the property becomes property of the particular corporation, to carry 
out the butterfly reorganization; instead, there must be some connection between the acquisition and the 
later reorganization. In other words, if it can be established that property would have become property of 
the particular corporation at a particular time, whether or not a butterfly reorganization would 
subsequently be undertaken, the transaction in which property became property of the particular 
corporation will not normally be considered to have occurred in contemplation of the butterfly 
reorganization." Where, however, the structure or timing of a transaction which occurs before a butterfly 
reorganization is affected by considerations relating to the butterfly reorganization, we would normally 
consider the transaction as being in contemplation of the butterfly reorganization.2/2 


There are a number of questions as to when property "becomes property" of the particular 
corporation. The phrase "property has become property of" is unusual in the context of the 
Act and appears to have been intended to include property of a corporation formed as a 
result of an amalgamation. However, the exact scope of the phrase is unclear, particularly 
with respect to the following types of transactions: (i) acquiring rights under an agreement; 
(ii) refinancing liabilities; (iii) repaying debt; (iv) borrowing money; and (v) acquiring 
partnership interests. 


The term "property" is defined in section 248(1) very broadly and includes, inter alia, a right 
of any kind whatever. CRA's position is that the prohibition in section 55(3.1)(a) precludes 
the distributing corporation from acquiring any rights under agreements if such rights were 
acquired in contemplation of and before the butterfly reorganization. However, where such 
rights accrue under agreements that are necessary to implement the butterfly (i.e., 
agreements of purchase and sale and any ancillary agreements), the acquisition of such 
rights will not be treated by CRA as a prohibited acquisition of property. 


CRA's position is that a debt incurred in contemplation of a butterfly will generally 
constitute an acquisition of property (i.e., the proceeds of a debt financing) in contemplation 
of the butterfly.224 Often, implementing a butterfly will involve transactions that may 
constitute a breach of the terms of a distributing corporation's indebtedness (i.e., covenants 
regarding no substantial dispositions of assets) or that result in such debt becoming due and 
payable. CRA has accepted that refinancings in those circumstances will not normally be 
considered to result in an acquisition of property in contemplation of the distribution if the 
replacement financing is of the same nature (i.e., for the same term and of the same 
principal amount) and does not result in a change in the mix of the types of properties owned 
by the distributing corporation. Thus, replacing a long-term debt with a short-term debt 
would not be permitted as it could have the effect of reducing the cash and near-cash 
property in a net equity butterfly. See §8.4.2(b). 


Where a butterfly is carried out on a net equity basis, CRA generally takes the position that 
the payment of long-term debt will result in an increase in the net value of the asset to which 
that debt is attributable. This increase in net value could be considered as the equivalent of 
an acquisition of property in contemplation of the butterfly. In CRA's view, this would be the 
case if the repayment was clearly made to facilitate the distribution of property as part of the 


butterfly, such as where the distributing corporation used existing cash to make a large, 
unscheduled repayment of the debt associated with a business asset. In these 
circumstances, CRA would view the increase in the net value of the business asset as a 
prohibited acquisition of property in contemplation of the intended butterfly. CRA has, 
however, accepted that the use of existing cash to repay current liabilities would not result 
in a prohibited acquisition of property provided that the particular corporation does not 
avail itself of CRA's administrative practice that permits the net fair market value of certain 
accounts receivable, inventory and rights arising out of prepaid expenses to be treated as 
business property. Since current liabilities are allocated against cash or near-cash in a net 
equity butterfly, the payment of current liabilities with cash in such circumstances would not 
result in a net increase in the value of any type of property. 


Section 55(3.1)(a) does not expressly allow partnership interests to be acquired in 
contemplation of a butterfly. The Department of Finance indicated that this was 
intentional22 and views this as being consistent with the conditions in sections 55(3.1)(c) 
and (d) which prohibit the transfer of property distributed or retained by the distributing 
corporation from being acquired by a partnership with limited exceptions. If the property 
could be transferred to a partnership, and then the partnership interest distributed, those 


prohibitions would be rendered ineffective.222 Thus, the acquisition of a partnership interest 
in contemplation of the butterfly otherwise than in a transaction expressly permitted by 
section 55(3.1)(a) will result in a loss of the section 55(3)(b) exemption. 


Section 55(3.1)(a) contains a number of exceptions to the prohibition on property 
acquisitions. Not surprisingly, a number of them accommodate movement of property among 
corporations closely connected to the distributing corporation because, on a consolidated 
look-through basis, those acquisitions have little effect on the mix or nature of properties. 
Consider Example 8.23where all of the investment property was owned by a single 
subsidiary. On a distribution by ACo, in order to distribute a portion of that investment 
property, it would have to be transferred by Sub2 to ACo before the distribution. 


An amalgamation of corporations each of which was related to the distributing corporation 
is permitted: section 55(3.1)(a)(i). Thus, if the distributing corporation has two wholly- 
owned subsidiaries, an amalgamation of those subsidiaries would not be prohibited by 
section 55(3.1)(a). The scope of this exception is illustrated by the following example: 


Example 8.26 


Pubco, which intends to undertake a butterfly, owns 100% of ACo, 56% of BCo, 17% of CCo and 10% of 
DCo. SHCo, the 57% shareholder of Pubco, owns 60% of DCo. Thus, each of SHCo, Pubco, ACo, BCo, and 
DCo is related to each other.24 


An amalgamation of any of ACo, BCo and DCo would not result in a prohibited acquisition of 
property by Pubco, because each is related to Pubco. Because CCo is not related to Pubco, 
any amalgamation involving CCo would result in a prohibited acquisition of property if the 
amalgamation occurred in contemplation of and before the distribution. This would be the 
case regardless of whether CCo amalgamated with one of the other corporations named in 


Example 8.26 or with another corporation.2/2 


This exception also permits an amalgamation that includes Pubco. If Pubco and ACo 


amalgamate to form Amalco, Amalco, although a new corporation, will be related to Pubco 
and ACo: see section 251(3.2). 


Similarly, an amalgamation of a predecessor corporation of the distributing corporation and 
one or more corporations controlled by that predecessor corporation is permitted: section 
55(3.1)(a)(ii). Thus, for example, returning to Example 8.26, an amalgamation of SHCo, 
Pubco, and DCo, each of which is controlled by SHCo, to form a distributing corporation 
would be permitted because a predecessor of the distributing corporation (SHCo) controlled 
each of the other corporations (ACo and DCo) before the amalgamation. 


As noted above, the types of property of a distributing corporation are determined on a 
consolidated look-through basis. While these exceptions are consistent with the continuity of 
assets principle, because they are not limited to amalgamations of wholly-owned 
corporations, they do accommodate some change in the mix of properties. 


So, for example, an amalgamation of Pubco and BCo prior to the distribution would result in 
all of BCo's assets and liabilities being combined with Pubco's assets and liabilities, rather 
than just 56%.22 Thus, if the only investment property in the group was owned by BCo, if 
Pubco were the distributing corporation, it would have included only 56% of that investment 
property in determining the nature of its assets, but if the distribution follows the 
amalgamation, 100% of the investment property will be owned by the distributing 
corporation (the amalgamated corporation). 


An acquisition of property pursuant to a butterfly reorganization that qualifies for the 
section 55(3)(b) exemption is also permitted: section 55(3.1)(a)(iii). This exception 
accommodates sequential butterfly reorganizations. However, while an acquisition of 
property in this manner will not result in the application of section 55(3.1)(a), a specified 
corporation that has undertaken a spin-off butterfly in reliance on section 55(3.02) cannot 
rely on this exception for relief from the requirements in paragraphs (c) and (d) of the 
definition of specified corporation. See §8.4.3(a). 


An acquisition of property as a consequence of the disposition of property by the distributing 
corporation, a corporation controlled by the distributing corporation or a predecessor of any 
such corporation, to a corporation controlled by the distributing corporation or a 
predecessor corporation of the distributing corporation in contemplation of and before a 
distribution by the distributing corporation is not prohibited: section 55(3.1)(a)(iv)(A). 
Similarly, a corporation controlled by the distributing corporation or by a predecessor of the 
distributing corporation may dispose of property to the distributing corporation or 
predecessor corporation, as the case may be, without resulting in a prohibited acquisition of 
property: section 55(3.1)(a)(iv)(B). 


An acquisition of property in contemplation of and before the distribution, as a consequence 
of a disposition of property by the distributing corporation, a corporation controlled by it or 
a predecessor of any such corporation, for consideration that consists only of money or 
indebtedness that is not convertible into any other property is permitted: section 55(3.1)(a) 
(iv)(C). This exception is important in satisfying the requirement that each type of property 
of the distributing corporation be distributed pro rata to the transferee corporations. For 
example, where a distributing corporation's assets consist primarily of cash and business 
assets, but there is a small investment portfolio that constitutes investment property, it may 


be easier to sell that portfolio for cash than to divide it proportionately among the transferee 
corporations. Indeed, if the investment portfolio is owned by a corporation that is not wholly- 
owned by the distributing corporation, that may be the only way to adequately deal with the 
pro rata distribution requirement. 


Returning to Example 8.26, assume that the only investment property is owned by CCo, and 
that Pubco wishes to spin off its interest in CCo, which represents 10% of the net value of all 
of Pubco's business property. To satisfy the pro rata types of property test, after the 
distribution Pubco must own some investment property—approximately 90% of what it 
indirectly owns before the distribution. The only available investment property is owned by 
CCo. While a sale by CCo of investment property to Pubco is permitted, Pubco would need to 


purchase more than its pro rata share of CCo's investment property.2/2 A sale by CCo of all 
of the property for cash may be a simpler way to proceed and would provide it with the cash 
necessary to pay any resulting taxes. 


A specified corporation is not required to satisfy the types of property condition in 
undertaking a spin-off butterfly (see §8.4.3(a)). Because its mix of properties is not relevant, 
section 55(3.1)(a) does not apply to such a butterfly. 


Although the transfers of property permitted by section 55(3.1)(a) will not by themselves 
result in the butterfly exemption being inapplicable, that exemption does not extend to all 


dividends received in the course of the series of transactions.22® Thus, any dividend arising 
in the course of transactions undertaken to effect a pre-distribution transfer of property 


would not be exempt from the application of section 55(2) by virtue of section 55(3)(b).222 
Moreover, each such transfer must be effected in a way that complies with all of the 
conditions in sections 55(3.1)(b), (c), and (d). 


FOOTNOTES 


268 The 1984 amendments to the butterfly exemption replaced a shareholder continuity 
requirement with a prohibition against the acquisition of property by the distributing 
corporation in contemplation of the distribution other than in certain enumerated 
circumstances. In its August 1984 Technical Notes, the Department of Finance provided the 
following reason for introducing that principle: 


. . . butterfly reorganizations the principal purpose of which is not to avoid tax but to 
distribute assets to shareholders in the course of a bona fide reorganization . . . should not 
be subject to the application of subsection 55(2) because it is not in essence a sale of 
property by one person to another but rather a division of assets held by those persons 
through one or more corporate intermediaries. 


... However, the explicit exception for the butterfly transactions .. . will not apply if the 
asset distribution is preceded by an issue of shares or debt or other transaction in which 


property is transferred in a transaction other than those enumerated before and in 
contemplation of the reorganization. In most avoidance situations, where the butterfly is 
designed not to achieve a bona fide reorganization but as an attempt to arrange a tax-free 
arm's length sale of property, there is a transfer of funds or other property to or for the 
benefit of the corporation before its assets are distributed. 


269 See the discussion below regarding the possibility that the Act will be amended to make s. 
55(3.1)(a) inapplicable to a specified corporation effecting a spin-off butterfly. 


270 supra note 188. In the context of a ruling application, the taxpayer would typically describe 
any transactions or events that were of potential concern in the context of the prohibitions 
and, where appropriate, make representations that the transaction was not undertaken in 
contemplation of the butterfly. See, for example, Income Tax Ruling, CRA Document 2007- 
0241741R3, dated November 14, 2007. 


271 See CRA Document 2011-0399401C6, Q. 3, supra note 5. 
272 S¢¢@ the 1994 Technical Notes for s. 55(3.1)(a). 


273 \ithough it was originally thought that the prohibitions in ss. 55(3.1)(c) and (d) applied only to 
post distribution transactions, following the Supreme Court of Canada's view on the meaning 
of "in contemplation of," those prohibitions may also be applied to pre-distribution 
transactions. See note 306. 


274 ithough s. 251(3) does not apply for purposes of s. 55, SHCo controls both Pubco and DCo 
and so the latter two are related by virtue of s. 251(2)(c)(i). 


275 pubco, as a 17% shareholder of CCo, is presumed to have to consolidate its share of CCo's 
assets for purposes of determining Pubco's types of property. Therefore following an 
amalgamation involving CCo, Pubco's mix of property will be changed. See §8.4.2(a). 


276 and would result in a change to the distributing corporation's shareholders as all BCo 
shareholders other than Pubco would become shareholders of the amalgamated company. 


277 Because Pubco will remain a shareholder of CCo until the distribution, it will continue to have 
an indirect interest in CCo's investment portfolio as well as any portion it acquired from CCo. 
Unless Pubco acquires all of the investment portfolio owned by CCo it will be difficult to 
resolve the issue. If it purchases all, on the distribution it would transfer the relevant portion 
together with the CCo shares. 


278O0nly dividends received on a permitted redemption in relation to a distribution (or on the 
winding-up of the distributing corporation) are eligible for the butterfly exemption. See 
§8.4.1(c)(ii). 


279 They may be exempt by virtue of an exception in s. 55(2) itself (e.g., the dividend may not be in 
excess of safe income). 
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(d) Requirement for Continuity of Share Ownership: Section 55(3.1)(b) 


The principle of continuity of share ownership in the distributing corporation and in the 
transferee corporations is a fundamental element of the rules introduced as part of the 1994 
amendments.222 Changes in share ownership by significant shareholders either prior to or 
following the butterfly, but as part of the same series of transactions, will result in the loss of 
the section 55(3)(b) exemption. 


One of the most punishing aspects of section 55(3.1)(b) is that the actions of one person may 
have significant tax consequences to all participants in the butterfly. For example, a sale of a 
single share by a specified shareholder of any transferee corporation that occurs as part of 
the series of transactions that includes the distribution will result in the butterfly exemption 
being lost not only to the particular transferee corporation but also to the distributing 
corporation and all other transferee corporations. This can be particularly onerous where 
the shareholders of a particular transferee corporation or of the distributing corporation 
have no control over the actions of a particular shareholder. Of course, whether such a sale 
is rightly considered part of the series will have to be determined based on the 
circumstances. (See §8.2.2(b)) 


Public corporations commonly undertake butterfly reorganizations. Because shares of public 
corporations are typically listed and traded, share ownership changes daily. Clearly a 
restriction that precluded any changes in share ownership would have been too restrictive. 
Instead, the prohibitions in section 55(3.1)(b) focus on what might be termed significant 
changes in share ownership. 


Section 55(3.1)(b) contemplates three events that, if part of the series of transactions that 
includes the distribution, will result in a loss of the section 55(3)(b) exemption unless 
expressly excepted: dispositions of distributing corporation shares or transferee corporation 
shares (or property that derives significant value from such shares) by specified 
shareholders; an acquisition of control of the distributing corporation or a transferee 
corporation; and an acquisition of shares of the distributing corporation in contemplation of 
the distribution. 


Sections 55(3.2)(a) and 55(5)(e) modify the definition of "specified shareholder" for this 
purpose and both sections 55(3.2) and 55(5) contain other important modifying rules 
applicable to section 55(3.1)(b). 


(i) Section 55(3.1)(b) (i) 


Where, as part of the series of transactions that includes the distribution, a person or 
partnership (the vendor) who, at any time during the course of the series, is a specified 
shareholder of either the distributing corporation or a transferee corporation in relation to 
that distributing corporation, disposes of certain property, and that property, or any other 
property acquired by any person or partnership in substitution therefor, is acquired by a 
person (other than the vendor) who was not related to the vendor (or ceased to be related to 
the vendor as part of the series) or by a partnership otherwise than in certain excepted 
transactions, the section 55(3)(b) exemption will not apply. 


For purposes of section 55(3.1)(b) an expanded concept of transferee corporation applies. 
Pursuant to section 55(3.2)(h), each corporation that is a shareholder and a specified 
shareholder of a distributing corporation at any time during the course of the series of 
transactions that includes the distribution is deemed to be a transferee corporation in 
relation to that distributing corporation. This provision expands the continuity of interest 
principle to direct and indirect shareholdings of significant corporate shareholders. A 
corporation that is not itself a shareholder of the distributing corporation, but is a specified 
shareholder of the distributing corporation (for example, because a person with whom it 
does not deal at arm's length is a specified shareholder: see discussion below at §8.4.3(d)(i) 
(A)) will not be a transferee corporation. However, where a corporate shareholder is deemed 
to be a transferee corporation, it will also be necessary to analyze whether it has any 
specified shareholders and, if so, whether those specified shareholders have undertaken a 
transaction that is prohibited by section 55(3.1)(b)(i). 


A corporation that is a qualified person will not be deemed to be a transferee corporation 
notwithstanding that it is both a shareholder and a specified shareholder of the distributing 
corporation. Section 55(3.1)(b)(i) in turn excludes from the scope of relevant specified 
shareholders a qualified person in relation to the distribution. See §8.4.1(f) for a discussion 
of the term "qualified person." 


Thus, to determine whether section 55(3.1)(b)(i) applies to deny a taxpayer the section 55(3) 
(b) exemption, a detailed analysis of the surrounding facts and circumstances is necessary. 
This analysis includes: identifying all specified shareholders of the distributing corporation 
and each transferee corporation; identifying whether any corporate specified shareholder of 
the distributing corporation is deemed to be a transferee corporation, and, if so, whether 
such deemed transferee corporation has specified shareholders to which section 55(3.1)(b) 
(i) may be applied; determining whether any specified shareholders disposed of any relevant 
property, and, if so, determining whether the property or property substituted for it was 
acquired by a person who is not related to the specified shareholder or by a partnership; 
and, if so, determining whether the disposition and acquisition was a permitted or 
prohibited one. 


(A) Specified Shareholder 


Section 55(3.1)(b)(i) deals with dispositions of property by specified shareholders of the 
distributing corporation and the transferee corporation. The term "specified shareholder" is 
defined in section 248(1) but, for purposes of section 55(3.1)(b), that definition is modified 
by section 55(3.3), section 55(3.4) and section 55(5)(e). Moreover, under section 55(3.1)(b) 
(i)(B), a specified shareholder who is a qualified person (see §8.4.1(f)) in relation to the 
distribution may be ignored for purposes of section 55(3.1)(b)(i). 


A person is a specified shareholder of a corporation in a taxation year if the person owns, 
directly or indirectly, at any time in the taxation year not less than 10% of the issued shares 


of any class or series22! of the corporation or of any other corporation related to the 


corporation: see the definition of "specified shareholder" in section 248(1). The status of the 
shares as voting or non-voting is not relevant, nor is the relative value of the shares as a 
percentage of the total value of the corporation. Thus, a person who holds at least 10% of a 
class or series of preference shares, but no common shares, of a corporation will be a 
specified shareholder of that corporation and of any corporation related to that corporation. 
The definition in section 248(1) requires one to look up, down, and across corporate chains 
and family groups. However, as discussed below at §8.4.3(d)(i)(A)(III), the scope of the 
required examination is somewhat narrowed in the context of section 55(3.1)(b)(i). 


For this purpose, shares owned by one person may be deemed to be owned by another. For 
example, a taxpayer is deemed to own each share of a corporation owned by a person with 
whom the taxpayer does not deal at arm's length: paragraph (a) of the definition of "specified 
shareholder" in section 248(1). 


Related persons, by definition, do not deal at arm's length. However, under the section 
248(1) definition of specified shareholder, the question is whether persons deal with each 
other at arm's length—that is, a person is deemed to own shares owned by any person with 
whom the first person does not deal at arm's length whether or not the two are related. 
Thus, while a beneficiary and a trust may not be related persons, based on the facts, they 
nonetheless could be considered to not deal at arm's length and so deemed to own shares 
owned by the other. Siblings, however, are deemed both to be not related and to deal with 
each other at arm's length for purposes of s. 55. See chapter 2 for a discussion of the non- 
arm's length concept. 


Where a beneficiary's share of the income or capital of a trust depends on the exercise by 
any person of, or the failure by any person to exercise, any discretionary power, the 
beneficiary is deemed to own each share owned by the trust: paragraph (e) of the definition 
of "specified shareholder" in section 248(1). Where there is more than one such beneficiary 
under a trust, each is deemed to own all of the shares owned by the trust. If that rule does 
not apply, a beneficiary of a trust is deemed to own that proportion of all the shares owned 
by the trust that the fair market value of the beneficiary's beneficial interest in the trust is of 
the fair market value of all beneficial interests in the trust: paragraph (b) of the definition of 
"specified shareholder" in section 248(1). 


Similarly, each member of a partnership is deemed to own that proportion of the shares held 
by the partnership that the fair market value of the member's interest in the partnership is of 


the fair market value of all interests in the partnership.222 


These provisions have the effect of significantly expanding the breadth of the definition. 
Shares deemed owned by a person or persons under these rules continue to in fact be owned 
by the person or partnership that in fact owns them with the result that a single 
shareholding can lead to identification of multiple specified shareholders. This may be 
illustrated by the following example: 


Example 8.27 


Assume Mr. A owns all of the shares of Holdco A which in turn owns 10% percent of the shares of Pubco, 
51% of the shares of Opco and 100% of the shares of Investco. Mr. A's father owns no shares. Mr. A's 
spouse, however, owns 100% of the shares of Holdco B. 


Each person related to Holdco A does not deal at arm's length with Holdco A and thus is 
deemed to own the Pubco shares owned by Holdco A for purposes of determining whether 
that person is a specified shareholder of Pubco. Thus, on these facts, each of Mr. A, Holdco 
A, Holdco B, Opco, Investco, Mr. A's father, and Mrs. A are specified shareholders of Pubco 
solely on the basis of Holdco A's ownership of Pubco shares. 


The definition of specified shareholder in section 248(1) states a person will be a specified 
shareholder of a corporation in a taxation year if, at any time in that year, not less than 10% 
of the issued shares of a class are owned by the person and/or or non-arm's length persons. 
Section 55(3.1)(b) seeks to identify persons who, at any time during the course of the series 
of transactions, is a specified shareholder. Although the Act does not expressly address how 
this difference in relevant time is to be accounted for, it is suggested that the appropriate 
approach to applying the definition in the context of section 55(3.1)(b) is to read the 
preamble of the definition in section 248(1) as if it stated "specified shareholder of a 
corporation during the course of the series of transactions means a taxpayer who owns, 
directly or indirectly, at any time during the course of that series of transactions, not less 
than 10% of the issued shares of any class. . .". 


There are three sets of modifying rules in section 55 relevant to the definition of specified 
shareholder. Those found in section 55(5)(e) apply for all purposes of section 55, including 
section 55(3.1)(b). Those found in section 55(3.2) apply only for purposes of section 55(3.1) 
(b). The rules in section 55(3.3) and section 55(3.4) apply only for purposes of section 
55(3.1)(b)(i). Moreover, a qualified person in relation to the distribution will not be treated 
as a specified shareholder. See §8.4.1(f). 


(ID Section 55(5)(e) 


Section 55(5)(e), which applies for all purposes of section 55, contains modifying rules 
applicable for determining whether a person is a specified shareholder of a corporation and 
whether two or more persons are related. Thus, its provisions are relevant to section 55(3.1) 
(b)(i). For example, by virtue of section 55(5)(e), siblings are deemed not to be related 
persons and to be persons that deal with each other at arm's length. Thus, while under the 
definition of specified shareholder in section 248(1) the sister of an individual who owns 10% 
of the common shares of a corporation would be a specified shareholder of that corporation, 
for purposes of section 55(3.1)(b) she would not be. Similarly, if two siblings each held 6% of 
the common shares of a corporation, they would both be specified shareholders of that 
corporation for purposes of the section 248(1) definition, but neither would be specified 
shareholders for purposes of section 55(3.1)(b). 


For section 55 purposes generally, a trust will be related to a beneficiary only if the 
beneficiary is related to every other beneficiary under the trust (except registered charities). 
If siblings are beneficiaries under the trust, a beneficiary will not be related to every 
beneficiary under the trust and thus will not be related to the trust. Nonetheless, in the 
context of the specified shareholder definition, there are rules that attribute ownership of 


shares owned by the trust to the beneficiaries.222 See §§8.3.1(a)(i) and (ii) for a discussion of 


section 55(5)(e). 
dD Section 55(3.2) 


Under the section 248(1) definition, only a taxpayer (i.e., a person) can be a specified 
shareholder. However, for section 55(3.1)(b) purposes, all references to a taxpayer in the 
definition of specified shareholder are to be read as to "a person or partnership": see section 
55(3.2)(a). Thus, for purposes of section 55(3.1)(b), a partnership and a partner of that 
partnership may both be a specified shareholder on the basis of the shares held by the 
partnership. For example, if a partnership with four equal partners owns 40% of the shares 
of a corporation, for purposes of section 55(3.1)(b), each member of the partnership and the 
partnership will be specified shareholders. Absent this modification, where a partnership 
owned 10% of the shares of a corporation, neither it nor its partners would be a specified 
shareholder. Even where the partnership held more than 10% of the shares, it would not be a 
specified shareholder and whether any of its partners would be would depend on that 
partner's proportionate interest in the partnership. 


Because each reference to taxpayer in the definition is to be read as a reference to "a person 
or partnership," each partnership will also be deemed to own each share of a corporation 
that a person who does not deal at arm's length with the partnership owns. The Act does not 
contain express rules for determining whether a person deals at arm's length with a 


partnership,2®4 and thus a determination would have to be made on the basis of the facts of 
particular case. See §2.1.2(f) for a discussion of non-arm's length in fact in the context of 
partnerships. 


(III) Sections 55(3.3) and (3.4) 


For purposes of sections 55(3.1)(b)(i) and (3.2)(h), the reference in the section 248(1) 
definition of specified shareholder to "or of any other corporation that is related to the 
corporation" is to be read with the addition of the phrase "and that has a significant direct or 
indirect interest in any issued shares of the capital stock of the corporation": section 55(3.3). 
Moreover, the expression "not less than 10 percent of the issued shares of any class of the 
capital stock of the corporation" is to be read with the phrase "other than shares of a 
specified class (within the meaning of section 55(1))" section 55(3.4).These modifications 
are generally viewed as relieving—that is, they narrow the scope of the definition of 
specified shareholder as illustrated by the following example. 


Example 8.28 


Pubco owns 100% of the shares of Sub1, Sub2 and Sub3. Sub 1 owns 51% of the shares of XCo, a public 
company. XCo owns 100% of the shares of YCo. Individual A owns 10% of the Class A preference shares of 
XCo. Investco owns 10% of the common shares of Pubco. None of Individual A or Investco is related to 
each other or to any of Pubco, Sub1, Sub2, Sub3, XCo, or YCo. 


Under the section 248(1) definition of specified shareholder, Investco is a specified 
shareholder of each of Pubco, Sub1, Sub2, Sub3, XCo, and YCo although only a direct 
shareholder of Pubco. Investco owns 10% of the shares of Pubco and so is a specified 
shareholder of Pubco. Pubco is related to each of Sub1, Sub2, Sub3, XCo, and YCo and thus, 
even if Investco is not to be considered to indirectly own 10% of the shares of those 


corporations,2®° because it is a specified shareholder of a corporation that is related to each 


of them, it is also a specified shareholder of each of them. Applying the same analysis, 
Individual A is a specified shareholder of each of Pubco, Sub1, Sub2, Sub3, XCo, and YCo 
although it is only a direct shareholder of XCo. 


For purposes of section 55(3)(b)(i), Investco's status as specified shareholder does not 
change by virtue of section 55(3.3). However, for purposes of section 55(3)(b)(i), Individual A 
would not be a specified shareholder of Pubco, Sub1, Sub 2, or Sub3 because although XCo 
is related to each of these companies, Xco does not have a significant direct or indirect 
interest in any issued shares of those companies. Individual A would be a specified 
shareholder of each of XCo and YCo unless the Class A preference shares are shares of a 
specified class; in that case Individual A would not be a specified shareholder of any of the 
corporations: see §8.4.1(b). 


Investors who hold less than 10% of the common shares of a public corporation will not 
normally be encompassed within the definition of specified shareholder. At the 10% 


shareholding level, there is usually a securities law reporting requirement.22© However, the 
very expansive definition of "specified shareholder" may cause a shareholder who owns less 
than 10% of the shares of a corporation to be a specified shareholder. For example, while 
neither Sub2 nor Sub3 owns any shares, each is deemed to own the shares owned by related 
persons and so would be a specified shareholder of Sub1, XCo, and YCo for purposes of 
section 55(3.1)(b)(i) despite the modifications in sections 55(3.3) and (3.4). 


A vendor for section 55(3.1)(b)(i) purposes need only be a specified shareholder of the 
distributing corporation or a transferee corporation. On a split-up butterfly, a person who 
held less than 10% of the distributing corporation's shares may hold more than 10% of the 
transferee corporation shares and consequently be a specified shareholder of the transferee 
corporation. Moreover, if a person or partnership has specified shareholder status at any 
time in the course of the series of transactions, that is sufficient to constitute it a vendor 
regardless of whether it is a specified shareholder at the time that it undertakes the 
prohibited disposition of property. 


(B) The Relevant Property 


Section 55(3.1)(b)(i) requires that there be both disposition of property by a specified 
shareholder and an acquisition of property by a person to whom the specified shareholder is 
not related (or who ceases to be related to the vendor as part of the series) as part of the 
same series of transactions that includes the distribution. 


For it to apply, a specified shareholder must dispose of (1) a share of a distributing 
corporation that made a distribution as part of the series; (2) a share of a transferee 
corporation in relation to the distributing corporation; or (3) property 10% or more of the 
fair market value of which was, at any time during the course of the series of transactions, 
derived from one or more such shares: section 55(3.1)(b)(i)(A). 


Property in the first two categories is easily identified. Property in the third category may 
include shares of a corporation or interests in a partnership or trust the assets of which 
include shares of the distributing corporation or of a transferee corporation. It presumably 
also could include other securities of a corporation that derive value from the shares. 


While section 55(3.1)(b)(i) also requires an acquisition of property by a person who is not 
related to the vendor or by a partnership, the property so acquired need not be the property 
disposed of by the specified shareholder; it may be any property acquired by any person or 
partnership in substitution for such property at any time in the course of the series. 
However, substituted property does not include property received by the transferee 
corporation on the distribution. 


(C) Excepted Acquisitions 


Not all acquisitions of property described in section 55(3.1)(b)(i) are prohibited; the relevant 
property may be acquired by a person related to the vendor or on a permitted acquisition, 
permitted exchange, or permitted redemption. Moreover, the meaning of acquisition is 
modified for purposes of section 55(3.1)(b) by virtue of sections 55(3.2)(e) and (f). 


(I) Acquisitions of Property by Persons Related to the Vendor 


Section 55(3.1)(b)(i) applies only where the particular property or property acquired by a 
person or partnership in substitution for that property is acquired by a person who is not 
related to the vendor or who ceases to be related to the vendor as part of the series of 
transactions or by a partnership. Thus, if the person who acquires the property or 
substituted property is related (and does not, during the course of the series, cease to be 
related) to the specified shareholder, the provision will not apply. Generally, whether persons 
are related is determined based on rules in section 251 but section 55 contains a number of 
relevant modifying rules that must be taken into account. Some of these rules are discussed 
at §8.3.1(a). Moreover, section 55(3.2) contains additional rules applicable solely for 
purposes of section 55(3.1)(b). 


Where, at any time, a person is related to each beneficiary (other than a registered charity) 
under a trust who may (otherwise than by reason of the death of another beneficiary under 
the trust) be entitled to share in the income or capital of the trust, the person and the trust 
are deemed to be related to each other at that time: section 55(5)(e)(ii). For this purpose, a 
person is deemed to be related to himself, herself, or itself. A trust and a corporation 
controlled by the trust will also be related. With one important exception, a trust and a 
person will otherwise not be related for purposes of section 55(3.1)(b): section 55(5)(e)(iii). 
The exception is found in section 55(3.2)(d) and is discussed below immediately before 
Example 8.29because it also overrides section 55(3.2)(c). 


Moreover, with three exceptions, by virtue of section 55(3.2)(c), a particular person who 
acquires a share of the distributing corporation in contemplation of a distribution by the 
distributing corporation will be deemed, in respect of that acquisition, not to be related to 


the person from whom it acquired the share for purposes of section 55(3. 1)(b).287 


Section 55(3.2)(c) is designed to ensure that specified shareholders either transfer all of 
their shares of the distributing corporation to a single related person in anticipation of a 
distribution or satisfy the requirements of a permitted exchange. This prevents a specified 
shareholder from effecting a partial split-up of its interest by disposing of some of its 
distributing corporation shares to a related person prior to a distribution. However, where 
the distributing corporation and the shareholder continue to be related after the butterfly, a 
partial split-up may be permitted. See Example 8.29and related discussion. 


This modifying rule in section 55(3.2)(c) is restricted to one type of property: shares of the 
distributing corporation. It does not apply the where the particular property acquired is 
shares of a transferee corporation, property that derives more than 10% of its value from 
shares of the distributing corporation or the transferee corporation, or property substituted 
for any such property. 


The first exception to section 55(3.2)(c) applies where the particular person acquires all of 
the shares of the distributing corporation that were owned, at any time during the course of 
the series of transactions or events and before the acquisition, by the vendor. In that case, 
the status of the vendor and the particular person as related will be determined on the basis 
of the section 251 rules as otherwise modified by section 55. 


While it is irrelevant to section 55(3.1)(b)(i) whether the distributing corporation shares are 
acquired before or after the distribution, where the shares are acquired after the 
distribution, this exception will have narrow application. For example, on a spin-off butterfly, 
the vendor will have disposed of some of its distributing corporation shares to a transferee 
corporation prior to the distribution and consequently could not, after the distribution, 
transfer all of the distributing corporation shares that it owned at any time during the course 
of the series.222 Where the exception might apply to a transaction that followed a 
distribution is in the context of a split-up butterfly where no changes are made to the 
particular shareholder's shares during the course of the relevant series of transactions. 


The second exception to section 55(3.2)(c) applies where the particular person is related to 
the distributing corporation immediately after the reorganization in which the distribution 
was made. In such a case, the person is not required to acquire all of the shares from a 
related person. This exception permits a butterfly to be used to facilitate the transfer of 
property within a related group. 


Finally, section 55(3.2)(d) provides that where a share is acquired by an individual from a 
personal trust (the term "personal trust" is defined in section 248(1)) in satisfaction of all or 
a part of the individual's capital interest in that trust, the individual will be deemed to be 
related to the trust in respect of that acquisition. This provision overrides section 55(3.2)(c). 
Consequently, an individual need not acquire all of the shares of a distributing corporation 
held by a personal trust. Moreover, the trust and beneficiary are deemed to be related 
without regard to whether they would be related on the basis of the other rules in the Act, 
including section 55(5)(e). Thus, for example, where siblings are beneficiaries under a trust, 
the trust may distribute shares of the distributing corporation or a transferee corporation to 
the beneficiaries in satisfaction of all or part of their capital interest without effecting a 
transaction prohibited by section 55(3.1)(b) notwithstanding that the trust and beneficiaries 
are not related for other purposes of section 55 (and would not be related for section 55(3.1) 
(b) purposes if, for example, the trust sold rather than distributed, the shares to the 
beneficiaries). 


These rules are illustrated by the following example: 
Example 8.29 
Assume ACo owns 20% of the Pubco common shares and ASub, ACo's wholly-owned subsidiary, owns 16% 


of the Pubco common shares. Neither ACo nor ASub is related to Pubco but each is a specified 
shareholder of Pubco. ACo is controlled by Individual A. Pubco proposes to undertake a split-up butterfly 


under which it will distribute 25% of its assets to ACo. 


ACo acquires 5% of the Pubco shares from ASub before the distribution. 


Although ACo and ASub are related persons for purposes of the Act generally, because ACo 
did not acquire all of the Pubco shares owned by ASub, in respect of its acquisition of Pubco 
shares from ASub, ACo is deemed not to be related to ASub. Thus, the distributing 
corporation shares have been disposed of by a specified shareholder (ASub) to a person to 
whom the vendor is not related, a transaction prohibited by section 55(3.1)(b)(i). 


Alternatively, assume Pubco determines to distribute 75% of its assets to a new corporation 
and to retain 25% of its assets. ACo will remain the sole shareholder of Pubco. Prior to the 
distribution, ACo acquires 5% of the Pubco shares from ASub. In that case, because ACo (the 
particular person) will control the distributing corporation (Pubco), immediately after the 
reorganization, the deeming rule will not apply so that ACo and ASub will qualify as related 
persons. As a result, the disposition by ACo (and acquisition by BCo) of the Pubco shares will 


not be prohibited by section 55(3.1)(b)(i).282 
(II) Permitted Acquisitions, Permitted Exchanges and Permitted Redemptions 


Obviously, transactions that are both necessary and expressly accepted as part of a butterfly 
transaction had to be excepted from the scope of section 55(3.1)(b)(i). Thus, where the 
property described in section 55(3.1)(b)(i)(A) or property substituted for it is acquired by a 
person or partnership on a permitted acquisition, permitted exchange, or permitted 
redemption, section 55(3.1)(b)(i) will not apply. 


Frequently, immediately before the distribution there will be a reorganization of the capital 
of the distributing corporation and, almost invariably, one or more transferee corporations 
will acquire distributing corporation shares from its shareholders. 


Each of these transactions may involve specified shareholders disposing of distributing 
corporation shares. However, if the transaction is effected in accordance with the definition 
of permitted exchange, it will be exempted from section 55(3.1)(b)(i). 


The transferee corporation will dispose of the shares of the distributing corporation and the 


distributing corporation will dispose of the shares of the transferee corporation222 on the 


cross redemption that severs the shareholdings between the two corporations. Each 


corporation may be a specified shareholder of the other but not related to the other.224 


However, each of those transactions is a permitted redemption and expressly excepted from 
the prohibition in section 55(3.1)(b)(i). 


Similarly, if a distributing corporation chooses to redeem preferred shares of a specified 
class prior to the distribution, the holders thereof will dispose of the distributing corporation 
shares to the distributing corporation. Provided the requirements of a permitted redemption 
are met, the disposition of the shares by a particular holder who is a specified shareholder 
will not be prohibited by section 55(3.1)(b)(i). 


The exception for acquisitions of property on a permitted acquisition is largely intended to 
facilitate sequential butterflies. The purpose of the term permitted acquisition may be 
illustrated by the following example: 


Example 8.30 


Corporation A, a widely-held public corporation with no controlling shareholder, owns all of the shares of 
Corporation B, which operates several divisions including division I. Corporation B represents 30% of the 
total net value of Corporation A. Corporation A wishes to effect a spin-off butterfly, pursuant to which 
Corporation B's division I will be distributed to a new public corporation, Pubco. To do so, Corporation A 
incorporates a new wholly-owned subsidiary, ICo, and transfers to it a portion of its Corporation B shares 
in exchange for ICo shares. A butterfly of Corporation B is then undertaken, pursuant to which the 
division I assets are transferred to ICo in exchange for ICo shares. Subsequently, a spin-off butterfly is 
undertaken by Corporation A, pursuant to which the ICo shares are distributed to Pubco. 


The series of transactions described in Example 8.30 includes two distributions—one by 
Corporation B and one by Corporation A. Each of those distributions must satisfy all of the 
conditions in sections 55(3)(b) and (3.1) if dividends arising on permitted redemptions in the 
course of the reorganization are to be eligible for the section 55(3)(b) exemption. 


Section 55(3.1)(b)(i) prohibits a specified shareholder of a transferee corporation or a 
distributing corporation from disposing of shares of that corporation (or property that 
derives more than 10% of its value from such shares) to a person who is not related to the 
specified shareholder otherwise than on a permitted acquisition. Corporation A will be a 
specified shareholder of ICo, the transferee corporation in relation to Corporation B's 
distribution. Corporation A will dispose of its ICo shares to Pubco (not related to Corporation 
A) as part of the series of transactions that includes the second distribution—that is, the 
distribution by Corporation A. However, the ICo shares will be disposed of to Pubco on a 
distribution, which is a permitted acquisition. 


The Corporation A shares derive more than 10% of their value from the shares of 
Corporation B, the distributing corporation on the first distribution. Pubco will acquire 30% 
of the Corporation A shares from the Corporation A shareholders and so will become a 
specified shareholder of Corporation A and Corporation B. In relation to the distribution by 
Corporation B (that is, the first distribution), Pubco's disposition of the Corporation A shares 
(shares that derived more than 10% of their value from shares of the distributing 
corporation) to Corporation A (on the cross redemption for the second distribution) will be a 
permitted acquisition—that is, a disposition on a permitted redemption in relation to a 
distribution by another distributing corporation, Corporation A. 


Because the Corporation B shares represent more than 10% of the value of Corporation A's 
assets, a transfer of Corporation A shares by a specified shareholder of Corporation A to 
Pubco would be a disposition of property described in section 55(3.1)(b)(i): property that 
derives value from shares of the distributing corporation—Corporation B. However, Pubco's 
acquisition of Corporation A shares, including from any such specified shareholder, will 
occur on a permitted exchange in relation to Corporation A's distribution. Consequently, the 
acquisition of those shares will be a permitted acquisition in respect of Corporation B's 
distribution. 


(III) Modified Meaning of Acquisition 


Section 55(3.1)(b) requires both a disposition of property by a specified shareholder and an 
acquisition of that property or property substituted therefor by a person not related to the 
specified shareholder. Where a corporation redeems, acquires or cancels a share, although 
the shareholder disposes of the share, the share thereby ceases to exist and, it might 


therefore be argued, there was no acquisition of the share. Sections 55(3.2)(e) and (f) 
address this issue. In particular, where a share is redeemed or cancelled, the corporation 
will be considered to have acquired the share, except where the share is redeemed or 
cancelled on an amalgamation where the only consideration received or receivable for the 
share by the shareholder is a share of the amalgamated corporation. A triangular 
amalgamation governed by section 87(9) (see §7.4) will not qualify for this exception. This 
rule is intended to ensure that a specified shareholder does not avoid the restrictions in 
section 55(3.1)(b)(i) by causing its shares to be redeemed by the distributing corporation or 
by a transferee corporation. 


Where a shareholder dissents from the reorganization and is paid fair value for its shares by 
the distributing corporation, the shares will not be considered to have been acquired by the 
corporation: section 55(3.2)(f). But for this rule, a specified shareholder could not dissent. 
Although one would not expect a butterfly reorganization of a public corporation to proceed 
if a holder of 10% of its common shares dissented, because a person's status as a specified 
shareholder is determined with reference to its holdings of shares of a class or series, and in 
some circumstances with reference to shares held by other persons, a holder of a small 
direct equity interest in a public corporation may nonetheless be a specified shareholder of 
that corporation. 


As noted above, every corporation that is a shareholder and a specified shareholder of the 
distributing corporation is deemed to be a transferee corporation for purposes of section 
55(3.1)(b) (except, if it is a qualified person): see §8.4.3(d)(i). 


This rule expands the scope of section 55(3.1)(b)(i) as may be illustrated by the following 
example: 


Example 8.31 


SH1, a corporation, owns 15% of DC. At all times, SH1's interest in DC represents significantly less than 
10% of the value of all of SH1's assets. As a consequence of a spin-off butterfly undertaken by DC, SH1 
also becomes a 15% shareholder of TI, T2, and T3, the three transferee corporations. SH1 is owned by 
several shareholders, including ACo which owns 10% of the SH1 common shares but deals at arm's 
length with SH1. 


In the absence of section 55(3.2)(h), a disposition by ACo of SH1 shares would not be 
relevant to the butterfly—ACo is a specified shareholder of SH1 but SH1 is not a transferee 
corporation as defined in the definition of distribution. Moreover, its shares are not property 
described in section 55(3.1)(b)(i) because less than 10% of their value is attributable to the 
DC shares or the shares of DC, T1, T2, and T3 combined. However, by virtue of section 
55(3.2)(h), SH1 is deemed to be a transferee corporation because it is a specified 
shareholder of DC. Therefore a disposition of SH1 shares by ACo, if part of the series, is 
prohibited by section 55(3.1)(b)(i). 


(ii) Section 55(3.1)(b) Gi) 


Section 55(3.1)(b)(ii) is central to the butterfly exemption. It provides that, with limited 
exceptions, the section 55(3)(b) exemption will not be available where any person or group 
of persons has acquired control of a distributing corporation or of a transferee corporation 
as part of the series that includes the distribution. Control of a corporation will be 


considered not to have been acquired where it is acquired solely because of the 
incorporation of the corporation or because an individual acquires shares for the sole 
purpose of qualifying that individual as a director of the corporation: section 55(3.2)(g). 


The rules in section 256(7) dealing with acquisition of control of a corporation apply for the 
purposes of section 55. For example, control of a corporation is deemed not to have been 
acquired solely because of the acquisition of shares of any corporation by a person who 
acquired the shares from a person to whom the particular person was related (otherwise 
than because of a right referred to in section 251(5)(b)) immediately before the acquisition. 
Thus, a shareholder that owns 51% of a distributing corporation upon completion of the 
butterfly may transfer some (or all) of its shares to a related person subject to the limitations 
in section 55(3.1)(b)(i): see, in particular, discussion at §8.4.3(d)(i)(C)(I). However, the 
related person analysis must be undertaken with reference to the modifying rules in sections 
55(3.2) and (5)(e). Thus, for example, while a sale by a controlling shareholder of all of his 
shares to his sister would not constitute an acquisition of control for all purposes of the Act, 
it would for purposes of section 55(3.1)(b)(ii) because siblings are deemed to not be related 
for those purposes. Similarly, where the selling shareholder does not dispose of all of its 
distributing corporation shares, it may be deemed to not be related to the purchaser by 
virtue of section 55(3.2)(c) and thus unable to rely on section 256(7) to avoid an acquisition 
of control. 


Section 256(8) provides that where a person acquires a right referred to in section 251(5)(b) 
with respect to shares and one of the main purposes of the acquisition is to avoid section 
55(2), that person will be considered, for purposes of section 55, to have acquired the shares 
at the time the right is acquired. As a result, a person who acquires a right to acquire shares 
that would entitle it to control a corporation will be considered to acquire control if the right 
is acquired to avoid section 55(3.1)(b)(ii) and thus section 55(2). 


Acquisitions of control that occur as a result of a permitted acquisition, permitted exchange 
or permitted redemption in relation to the distribution may be ignored for purposes of 
section 55(3.1)(b)(ii). Thus, the section 55(3)(b) exemption is available in circumstances 
where, at the commencement of the series of transactions, the distributing corporation is 
owned by a number of shareholders, none of whom controls it but, at the end of the series, 
one shareholder owns all the shares of the distributing corporation while the other 
shareholders hold shares of one or more transferee corporations. 


The use of the phrase "as a result of" rather than "on" a permitted acquisition, permitted 
exchange, or permitted redemption in relation to the distribution (the phraseology used in 
section 55(3.1)(b)(i)) may be significant. Consider the alternative facts in Example 8.30. 


ACo's acquisition of control of Pubco will arise on a permitted redemption222 in relation to 


Pubco's distribution to the transferee corporation and therefore is permitted by section 
55(3.1)(b)(i). But Individual A, Aco's controlling shareholder, would also acquire control of 
Pubco. That acquisition of control may not be considered to arise on the permitted 
redemption but would arise as a result of it. Consequently, section 55(3.1)(b)(ii) would not 
apply. However, if after the distribution but as part of the series, another person subscribes 
for 51% of the ACo shares from treasury, section 55(3.1)(b)(ii) would apply with the 
consequent loss of the section 55(3)(b) exemption. Similarly, a sale of ACo shares by 
Individual A could result in an acquisition of control of Pubco resulting in a loss of the 


section 55(3)(b) exemption.223 


As noted above, section 55(3.2) contains a number of modifying rules applicable only for 
purposes of section 55(3.1)(b). In the context of section 55(3.1)(b)(ii), the expanded meaning 
attributed to the term "transferee corporation" by section 55(3.2)(h) may be particularly 
significant. That is, an acquisition of control of a distributing corporation or a transferee 
corporation (including a deemed transferee corporation) is prohibited by section 55(3.1)(b) 
(ii) unless it occurs as a result of a permitted acquisition, permitted exchange or permitted 
redemption in relation to the distribution. Thus, returning to Example 8.31, because SH1 is 
deemed to be a transferee corporation in relation to the distribution by DC, an acquisition of 
control of SH1 as part of the series of transactions that includes the distribution would be a 
transaction described in section 55(3.1)(b)(ii) and thus result in the loss of the section 55(3) 
(b) exemption for the DC spin-off butterfly. This rule reflects the principle that there should 
be a continuity of interest in the distributed assets by both the direct and indirect significant 
shareholders of the distributing corporation. 


(iii) Section 55(3.1)(b) (iii) 


Section 55(3.1)(b)(iii) makes the section 55(3)(b) exemption inapplicable in certain 
circumstances where shares of the distributing corporation are acquired by a transferee 
corporation or certain other persons in contemplation of the distribution. It does not apply 
where the shares are acquired on a permitted acquisition or a permitted exchange in 
relation to the distribution, or on an amalgamation of two or more predecessor corporations 
of the distributing corporation. 


The target of section 55(3.1)(b)(iii) is circumstances in which no sale of distributing 
corporation shares by a specified shareholder occurs and any acquisition of control of the 
distributing corporation or of a transferee corporation occurs on a permitted acquisition or a 
permitted exchange,2% but nonetheless there has been a significant change in shareholding 
interests (or, put another way, an insufficient continuity of shareholding interests) to permit 
the butterfly exemption to apply. 


Section 55(3.1)(b)(iii) is concerned with acquisitions of distributing corporation shares 
undertaken in contemplation of the distribution. Based on the jurisprudence, acquisitions 
both before and after the distribution may be considered to have been undertaken in 
contemplation of the distribution: see §8.2.2(c). 


Section 55(3.1)(b)(iii) contemplates two types of situations. 


In the first, a transferee corporation222 acquires distributing corporation shares, otherwise 
than on a permitted exchange, from persons to whom it is not related and none of whom is a 
specified shareholder. The transferee corporation then receives property from the 
distributing corporation on the distribution in proportion to its shareholding: section 55(3.1) 
(b)(iii)(A). This is illustrated by the following example: 


Example 8.32 


Assume Pubco has three shareholders, A, B and C, who are related and collectively own 55% of Pubco. 
The remaining 45% is owned by a significant number of shareholders none of whom is a specified 
shareholder of Pubco or related to any of A, B, or C. Newco purchases for cash all of the Pubco shares 


(other than those held by A, B, and C) so that it owns 45% of the Pubco shares. Pubco then undertakes a 
split-up butterfly reorganization, pursuant to which Newco acquires 45% of Pubco's assets. 


The foregoing series of transactions is not encompassed by the provisions of section 55(3.1) 
(b)(i) because no specified shareholder of the distributing corporation (Pubco) or the 
transferee corporation (Newco) has disposed of shares on any transaction other than on a 
permitted redemption. Newco becomes a specified shareholder of Pubco in a number of 
transactions not encompassed by section 55(3.1)(b)(i). Newco's Pubco shares are 
repurchased by Pubco but on a permitted redemption. Similarly, while Pubco becomes a 
specified shareholder of Newco on the distribution, Newco's redemption of its shares issued 
to Pubco in exchange for Pubco assets is a permitted redemption. There is no relevant 


acquisition of control of Pubco22© or Newco22 and so section 55(3.1)(b)(ii) does not apply. 
However, the series clearly constitutes a classic purchase butterfly. See §8.2.1(b)(v). 


This series of transactions is described in section 55(3.1)(b)(iii): the transferee corporation 
(Newco) acquires shares of the distributing corporation (Pubco) from persons who are not 
related to the transferee corporation in contemplation of the distribution. 


The prohibition in section 55(3.1)(b)(iii)(A) extends to an acquisition of distributing 
corporation shares by a person or partnership with whom the transferee corporation does 
not deal at arm's length. This prevents such a person or partnership from acquiring 
distributing corporation shares and subsequently transferring them to the transferee 
corporation on a permitted exchange or in reliance on the exemption in section 55(3.1)(b)(i) 
for acquisitions by a related person. Moreover, the extended meaning of transferee 
corporation applies for this purpose. Thus, any corporation that is a specified shareholder of 
the distributing corporation (except a qualified person) is deemed to be a transferee 
corporation. Thus, such a corporation which does not itself receive property on a 
distribution is nonetheless precluded from acquiring distributing corporation shares in 
contemplation of a distribution. 


Section 55(3.1)(b)(iii)(A) does not prohibit a transferee corporation or a person or 
partnership with whom it does not deal at arm's length from acquiring shares from a related 
person but any such acquisition is subject to the conditions in section 55(3.1)(b)(i) and the 


modifying rules for determining whether persons are related.222 


Although section 55(3.1)(b)(iii) does not apply where shares are acquired on a permitted 
exchange, the definition of "permitted exchange" requires that a transferee corporation on a 
split-up butterfly owns all shares of the distributing corporation owned by the transferor 
immediately before the exchange and that each shareholder of the transferee corporation be 
a participant. These principles are illustrated by the following example. 


Example 8.33 


Corporation A owns 40% of Pubco. Corporation B, a subsidiary of Corporation A, owns 20% of Pubco. The 
remaining shares of Pubco are owned by Corporation C, which is not related to Corporations A and B. As 
part of a series of transactions, Corporation A acquires 15% of the Pubco shares from Corporation B so 
that Corporation A owns 55% of the Pubco shares. Pubco undertakes a split-up butterfly pursuant to 
which Corporation A receives 55% of the Pubco assets. As a result of this transaction, Corporation A 
ceases to be related to Pubco. Corporations B and C remain shareholders of Pubco. 


Because Corporation A did not acquire all of the Pubco shares owned by Corporation B, 
Corporation A is not considered related to Corporation B. If Corporation A acquired the 
Pubco shares from Corporation B in exchange for Corporation A shares,222 the exchange 
would not be a permitted exchange. Consequently, Corporation A's acquisition of the Pubco 
shares from Corporation B will be subject to the provisions of section 55(3.1)(b)(iii)(A). 


Had Corporation B transferred all of its Pubco shares to Corporation A, section 55(3.1)(b)(iii) 
would not apply because Corporations A and B would be considered related. Similarly, if 
each of Corporations A and B transferred all of its Pubco shares to a new holding corporation 
(which became the transferee corporation) in exchange for shares of the holding 
corporation, section 55(3.1)(b)(iii)(A) would not apply because the transfer of the Pubco 
shares to the new corporation would be a permitted exchange. However, a transfer by 
Corporation B of only 15% of its Pubco shares to the new corporation in exchange for shares 
of the new corporation would not constitute a permitted exchange. 


Were Corporations A, B, and C all related, Corporation A would not cease to be related to 
Pubco as a result of the butterfly. Consequently, although Corporation A would acquire only 
some of the Pubco shares owned by Corporation B, Corporations A and B would not be 
deemed to be not related: sections 55(3.2)(c)(ii) and 251(2)(b)(i) and (iii). Therefore, section 
55(3.1)(b)(iii)(A) would not apply to Corporation A's acquisition of the Pubco shares. As 
noted above, section 55(3.2)(h) will deem a corporation that is both a shareholder and a 
specified shareholder of the distributing corporation to be a transferee corporation for 
purposes of section 55(3.1)(b)(iii). The operation of this provision in this context may be 
illustrated with the following example. 


Example 8.34 


Corporation A owns 55% of the shares of Pubco, a public corporation that proposes to make a 
distribution. The remaining shares are owned by many shareholders none of which is a specified 
shareholder of Pubco. Corporation A acquires an additional 20% of the Pubco shares in the market for 
cash so that it owns 75% of the Pubco shares. A plan of arrangement is carried out pursuant to which the 
remaining minority shareholders become shareholders of a transferee corporation and 25% of Pubco's 
assets are distributed to the transferee corporation. Corporation A remains the sole shareholder of 
Pubco, the distributing corporation. 


Corporation A's acquisition of Pubco shares is not prohibited by section 55(3.1)(b)(i) or (ii). 
Corporation A is not a transferee corporation within the meaning given to that term in the 
definition of distribution—the corporation to which the property of the distributing 
corporation is directly or indirectly transferred. But, by virtue of section 55(3.2)(h), 
Corporation A is deemed to be a transferee corporation for the purpose of section 55(3.1)(b) 
and thus its acquisition of Pubco shares is prohibited by section 55(3.1)(b)(iii)(A). 


In the second situation contemplated by section 55(3.1)(b)(iii), a corporation that acquires 
control of the distributing corporation as part of the series of transactions that includes the 
butterfly (but that is not a transferee corporation) acquires shares of the distributing 
corporation in contemplation of the distribution. It might be said that section 55(3.1)(b) (iii) 
(B) addresses the mirror image of the circumstances addressed by section 55(3.1)(b)(iii)(A). 
If a person or any member of a group of persons who acquires control of the distributing 
corporation as part of the series of transactions acquires shares of a distributing corporation 
in contemplation of a distribution, the section 55(3)(b) exemption will not apply. Importantly, 


unlike section 55(3.1)(b)(ii), this provision contains no exception for an acquisition of control 
occurring as a consequence of a permitted redemption. There is also no exception for shares 
acquired from a related person. This restriction is illustrated by the following example: 


Example 8.35 


Pubco has a 30% shareholder (Corporation A), a 52% shareholder (Corporation B), and a number of other 
shareholders none of whom is a specified shareholder. All of the shareholders of Pubco deal with each 
other at arm's length. Corporation A acquires all the Pubco shares not held by Corporation B. Pubco then 
undertakes a split-up butterfly so that Corporation A is the sole remaining Pubco shareholder (that is, 
Corporation B is the only transferee corporation). 


Section 55(3.1)(b)(i) does not apply because no Pubco shares or Corporation B shares were 


disposed of by a specified shareholder.222 Section 55(3.1)(b)(ii) does not apply because the 
acquisition of control of Pubco by Corporation A occurs as a consequence of a permitted 
redemption. However, this too is a classic purchase butterfly and is prohibited by section 
55(3.1)(b)(iii)(B). Corporation A, which acquired control of Pubco on a_ permitted 


redemption, acquired Pubco shares in contemplation of the distribution.224 


The acquisition of distributing corporation shares by a partnership, any interest in which is 
held directly (or indirectly through one or more partnerships) by a person or a member of 
the group of persons that acquires control of the distributing corporation as part of the 
series, is precluded by section 55(3.1)(b)(iii)(C). Section 55(3.1)(b)(iii)(D) expands the 
universe to include acquisitions of such shares by any person or partnership with whom a 
person referred to in clause (B) or a partnership referred to in clause (C) did not deal at 
arm's length. These provisions are designed to ensure that neither a person nor a group of 
persons acquires control of the distributing corporation indirectly by arranging to have 
shares of the distributing corporation acquired by a partnership in which that person or any 
member of that group of persons has an interest, or by a person or partnership with which 
that person or member of such a partnership did not deal at arm's length. 


Notwithstanding the broad scope of section 55(3.1)(b)(iii), some transactions that might be 
considered to contravene the policy of the draft legislation are not encompassed within its 
provisions, as is illustrated by the following examples. 


Example 8.36 


Corporation A holds 16% of the shares of Pubco, a widely-held public corporation. There are a number of 
other shareholders, all of whom deal at arm's length with each other and none of whom owns more than 
2% of Pubco. 


Pubco owns two businesses whose fair market values are 30% and 70%, respectively, of the fair market 
value of all of Pubco's assets. As part of the series of transactions, Corporation A buys 14% of the Pubco 
shares from other shareholders. Pubco then carries out a butterfly transaction, pursuant to which 
Corporation A acquires one business representing 30% of the Pubco assets. Corporation A owns 100% of 
that business. 


Corporation A has acquired Pubco shares in contemplation of the distribution in a 
transaction described in section 55(3.1)(b)(iii)(A) and therefore the exemption in section 
55(3)(b) will not apply. 


Consider the following variation on Example 8.36 which also results in Corporation A 


owning, albeit through a wholly-owned subsidiary, 100% of the distributed Pubco business, 
but without violating the prohibitions in section 55(3.1)(b). 


Example 8.37 


Assume that Corporation A and shareholders holding 14% of the Pubco shares exchange their Pubco 
shares for shares of a transferee corporation, Corporation T, so that Corporation T owns 30% of the Pubco 
shares. Corporation A owns 53% of Corporation T (16/30); none of the other shareholders of Corporation 
T is a specified shareholder thereof (that is, each held less than 3% of the Pubco shares and so owns less 
than 10% of the Corporation T shares). Pubco then carries out a butterfly transaction pursuant to which 
Corporation T acquires 30% of the Pubco assets. After the butterfly reorganization, but as part of the 
series of transactions, Corporation A purchases for cash the remaining 47% of the shares of Corporation 
T from the shareholders thereof with the result that it owns 100% of Corporation T. 


Corporation T's acquisition of the Pubco shares from Corporation A, a specified shareholder, 
occurs on a permitted exchange and is from a related person, and consequently is not a 
transaction prohibited by section 55(3.1)(b)(i) or (iii). Similarly, Corporation T's acquisition 
of the Pubco shares from the minority shareholders occurs on a permitted exchange and 
thus is not prohibited by sections 55(3.1)(b)(i) or (iii) 302 Corporation A's purchase of the 
balance of the Corporation T shares following the distribution is not a transaction subject to 
the provisions of section 55(3.1)(b)(i) because none of the selling shareholders is a specified 


shareholder.222 Moreover, that purchase is not subject to the provisions of section 55(3.1)(b) 
(ii) because it does not result in an acquisition of control of Corporation T by Corporation A; 
Corporation A will acquire control of Corporation T by virtue of a permitted exchange. 
Because section 55(3.1)(b)(iii) applies only when the shares of the distributing corporation 
are acquired, the post-butterfly acquisition of shares of the transferee corporation does not 
contravene the provisions of section 55(3.1)(b)(iii). 


Critical to the foregoing conclusion is the fact that Corporation A acquired control of the 
transferee corporation by virtue of a permitted exchange. If Corporation A owned 15% of the 
shares of the distributing corporation and therefore held only 50% of the Corporation T 
shares after the butterfly, any acquisition by it of additional Corporation T shares would 
result in the application of section 55(3.1)(b)(ii). 


(iv) Other Modifying Rules for Purposes of Section 55(3.1)(b): Section 55(3.2) 


In addition to the rules related to specified shareholder and related person status found in 
section 55(3.2) and discussed above, section 55(3.2) contains a number of other interpretive 
rules that apply for the purposes of section 55(3.1)(b) but not for any other purpose. 


Section 55(3.2)(b) provides that a corporation formed by the amalgamation of two or more 
predecessors will be deemed to be the same corporation as, and a continuation of, each 
predecessor. This rule is intended to ensure that taxpayers do not avoid the restrictions 
imposed by section 55(3.1)(b) by arranging for an intervening amalgamation. Thus, for 
example, a specified shareholder of a predecessor of the distributing corporation who 
disposes of shares of that predecessor before the amalgamation that forms the distributing 
corporation will be considered to have been a specified shareholder of the distributing 
corporation and to have disposed of shares of the distributing corporation. 


As discussed above in the context of sections 55(3.1)(b)(i), 55(3.2)(e) and (f) contain rules 


relating to when the redemption and cancellation of a share is to be treated as an acquisition 


of the share. While these rules also apply for purposes of sections 55(3.1)(b)(ii) and (iii), they 
304 


are less likely to be of significance in those contexts.2~= 
As noted above, section 55(3.2)(g) is relieving. It provides no acquisition of control occurs on 
incorporation of a corporation or because an individual acquires directors' qualifying shares. 


FOOTNOTES 


280 nterestingly, before 1984, the butterfly exemption had a continuity of shareholder 
requirement but it was largely abandoned as part of the 1984 amendments. 


281 cee 5, 248(6). 


282 baragraph (c) of the definition of "specified shareholder" in s. 248(1). The definition of 
"specified shareholder" also contains a provision relating to an individual who performs 
services on behalf of a corporation. In most circumstances, that provision is unlikely to apply 
to a butterfly reorganization. 


283 Section 55(3.2)(d) contains an important exception to this rule in respect of a disposition of 
shares in satisfaction of all or part of a capital interest in the trust. See the discussion at 
§8.1.4(d)(i)(C)(1). 


284 nithough it does contain rules for determining affiliation with a partnership and rules that 
apply in particular circumstances (see, for example, ss. 80(2)(j) and 88(1)(c.2)), there are no 
rules of general application to determine when a person is related to a partnership and so is 
deemed to not deal at arm's length with the partnership. 


28575 is not clear whether Investco, as a 10% shareholder of Pubco, is to be considered to 
indirectly own 10% of each of Sub1, Sub2, and Sub3, each of which is wholly-owned by Pubco, 
and to indirectly own 5.1% of the common shares of each of XCo and YCo. See note 147 and 
the discussion of the Army & Navy case at §9.2.2(e)(ii). Presumably the words have some 
meaning but it also does not seem appropriate to attribute ownership through corporations 
where ownership is attributed expressly through partnerships and trusts which, unlike 
corporations, are not separate entities: see paragraphs (b), (c) and (e) of the definition of 
specified shareholder. See also paragraph (b) in the definition of "equity percentage" in s. 
90(4) for an example of an express approach to attributing ownership through corporations. 


286For example, the definition of "insider" in s. 1(1) of the Securities Act, R.S.O. 1990, c. S.5, as 


amended, includes a person or company that has "beneficial ownership of, or control or 
direction over, directly or indirectly, securities of a reporting issuer carrying more than 10 
percent of the voting rights attached to all the reporting issuer's outstanding voting securities, 
excluding, for the purpose of the calculation of the percentage held, any securities held by the 
person or company as underwriter in the course of a distribution" or "a combination of 
beneficial ownership of, and control or direction over, directly or indirectly, securities of a 
reporting issuer carrying more than 10 per cent of the voting rights attached to all the 
reporting issuer's outstanding voting securities, excluding, for the purpose of the calculation of 
the percentage held, any securities held by the person or company as underwriter in the 
course of a distribution." "Voting security" is defined in section 1(1) as "any security other than 
a debt security of an issuer carrying a voting right either under all circumstances or under 
some circumstances that have occurred and are continuing." Part XXI of that Act contains 
provisions requiring insiders to file reports relating to trades. 


287 See §8.2.2(c) for a discussion of the meaning of "in contemplation of." 


288 similarly, if the vendor's distributing corporation shares of a specified class were redeemed as 
part of a pre-distribution permitted redemption or if the distributing corporation's capital was 
reorganized immediately before the distribution, the vendor would no longer own all of the 
shares it owned prior to those transactions, although those transactions would be part of the 
series. 


289 o¢ course other restrictions in s. 55(3.1) must also be considered, including ss. 55(3.1)(b)(ii) 
and (iii) and the definition of permitted exchange. In this case, the acquisition of Pubco shares 
by ACo would be prohibited by s. 55(3.1)(b)(iii)(B) as discussed at §8.4.1(d)(iii). 


29065, sometimes the shares of a subsidiary of the transferee corporation. 


291 The distributing corporation will typically own all of the preferred shares of a class issued to it 
in exchange for the distributed property. Even if related at the time of the disposition, the 
disposition and cancellation of those shares may sever the relationship. 


292.baragraph (a) of the definition of "permitted redemption." 


293 9 sale of ACo shares by Individual A may, of course, result in a loss of control without anyone 
else acquiring control. However, Individual A is a specified shareholder of Pubco. Consequently 
if the ACo shares derive more than 10% of their value from the Pubco shares, the sale of ACo 
shares could be described in s. 55(3.1)(b)(i). 


294 nd so neither s. 55(3.1)(b)(i) nor (ii) applies. 


2950r a person or partnership with whom the transferee corporation does not deal at arm's 
length. 


296 Fither there is no acquisition of control because, for example, following the distribution each 
of A, B, and C owns 33% of Pubco and no two are an obvious group or because, if there is an 
acquisition of control, it occurs as a result of the permitted redemption by Pubco of the 45% of 
its shares owned by Newco. 


297 There is no acquisition of control of a corporation because of the incorporation of a 
corporation: see s. 55(3.2)(g). 


298 where shares of the distributing corporation are exchanged for shares of a transferee 
corporation, the exchange will not be a permitted exchange unless the condition in paragraph 
(b)(i) of the definition of "permitted exchange" is met—all shares of the transferee corporation 
must be owned by participants (that is, shareholders who transfer shares of the distributing 
corporation to the transferee corporation in exchange for shares of the latter). Similarly, a 
particular person who acquires a distributing corporation share in contemplation of a 
distribution may not be considered, in respect of that acquisition, to be related to the person 
from whom the share was acquired by virtue of s. 55(3.2)(c). See §8.4.3(d)(i)(C) (I). 


299 Which acquisition could be prohibited by corporate law as Corporation A is Corporation B's 
holding body corporate. 


300F xcept on permitted redemptions. 


3011, fact, under the extended definition of transferee corporation, because Corporation A is both 
a specified shareholder and a shareholder of Pubco, it will be a transferee corporation and 
thus Corporation A's acquisition of Pubco shares would also be prohibited by s. 55(3.1)(b) (iii) 
(A). 


302 While Corporation A, as a specified shareholder of Pubco at the beginning of the series, is 
deemed to be a transferee corporation, none of its shares are disposed of (s. 55(3.1)(b)(i)), 
there is no acquisition of control of Corporation A (s. 55(3.1)(b)(ii)), and it does not acquire any 
Pubco shares (s. 55(3.1)(b)(iii)(A)), in the course of the series of transactions. 


303-The Corporation T shares are both shares of a transferee corporation and property acquired in 
substitution for shares of Pubco, the distributing corporation, and so relevant property for 
purposes of section 55(3.1)(b)(i). 


30415 a distributing corporation does not deal at arm's length with a transferee corporation and 


the distributing corporation acquires its own shares on a permitted redemption as described in 
paragraph (c) of the definition of that term (that is, on a redemption of shares of a specified 
class), there will have been an acquisition of distributing corporation shares by a person who 
does not deal at arm's length with the transferee. However, that redemption presumably would 
be considered a permitted acquisition: that is, an acquisition of property on, or as part of a 
distribution. If it is not, then that redemption would not be excepted from s. 55(3.1)(b)(iii)(A), 
which would render the permitted redemption concept meaningless in most circumstances 
(there being a risk that any transferee corporation established by or at the behest of the 
distributing corporation does not deal with distributing corporation at arm's length as a matter 
of fact at some stage in the series of transactions). Where a shareholder dissents and its shares 
are acquired by the distributing corporation, there is no acquisition of shares and thus this 
analysis is not necessary. 
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(e) Post-Butterfly Restrictions:222 Sections 55(3.1)(c) and (d) 


A distribution requires that each transferee corporation receive a pro rata share of each type 
of property owned by the distributing corporation immediately before the transfer but the 
holding period of the assets distributed, and retained, by a distributing corporation is not 
specified. A sale by a transferee corporation or by the distributing corporation of significant 
assets to an arm's-length person as part of the series of transactions that includes the 
distribution could be viewed as offending the policy of the exemption; that is, that there 
should be continuity of interest of the shareholders in the assets. 


The stated purposes of sections 55(3.1)(c) and (d) are to ensure that: 


(1) the shareholders maintain some continuity of interest in the property retained by 
the distributing corporation after the distribution and in the property transferred to 
a transferee corporation on the distribution; and 


(2) a sale of the distributing corporation's assets cannot be used to "cash out" a 

corporate shareholder by distributing assets on a butterfly prior to the sale of those 

assets to a third party.22& 
The latter purpose is consistent with CRA's policy of treating accounts receivable, inventory 
and prepaid expenses, at least initially, as constituting cash and near-cash assets. See 
§8.4.2(a) and, in particular, Read's statement: "It is our view that the categorization of such 
property as business property would be unacceptable if it facilitates a significantly 
disproportionate allocation of such property to a particular shareholder, because such an 
allocation would clearly be inconsistent with the fundamental tax policy objective of 
preventing cash-outs."207 
If the distributing corporation is related to each transferee corporation immediately after 
the reorganization in the course of which the distribution was made, neither section 55(3.1) 
(c) nor section 55(3.1)(d) will apply and they can be therefore ignored for purposes of 
determining whether the section 55(3)(b) exemption applies. Similarly any particular 
transferee corporation that is related to the distributing corporation immediately after the 
reorganization need not be concerned with the loss of the section 55(3)(b) exemption for 
dividends it receives as a consequence of section 55(3.1)(c). 


But if any transferee corporation is not related to the distributing corporation immediately 
after the reorganization, a determination must be made whether section 55(3.1)(c) or (d) 
applies to that transferee corporation or to the distributing corporation, respectively. 


Although their purpose is the same, one provision may apply independently of the other. 
Where section 55(3.1)(c) applies, the section 55(3)(b) exemption will not apply to dividends 
received by the particular transferee corporation from the distributing corporation. Where 
section 55(3.1)(d) applies, the section 55(3)(b) exemption will not apply to dividends 
received by the distributing corporation from any transferee corporation to which it is not 
related immediately after the reorganization. 


In broad terms, section 55(3.1)(c) applies where, as part of the series of transactions that 
includes the distribution, more than 10% of the property received by a transferee 
corporation on a distribution is acquired by a person (other than the transferee corporation) 
that is not related to the transferee corporation or by a partnership. Where it applies, the 
section 55(3)(b) exemption will not apply to dividends received by that transferee 
corporation from the distributing corporation. 


In similarly broad terms, section 55(3.1)(d) applies where, as part of the series of 
transactions that includes the distribution, more than 10% of the property retained by a 
distributing corporation after a distribution is acquired by a person (other than the 
distributing corporation) that is not related to the distributing corporation or by a 
partnership. Where it applies, the section 55(3)(b) exemption will not apply to dividends 
received by the distributing corporation from any transferee corporation22% that is not 
related to the distributing corporation immediately after the reorganization in the course of 
which the distribution was made. 


Example 8.38 


Pubco, controlled by ACo, effected a split-up butterfly pursuant to which it distributed to four transferee 
corporations, T1, T2, T3, and T4, property representing 40% of its assets by value. T1 acquired 10%, T2 
acquired 6%, T3 acquired 15%, and T4 acquired 9%. ACo was the only remaining shareholder of Pubco. 
ACo is controlled by Individual A whose son, AJr, was a shareholder of Pubco and acquired control of T1 
on the butterfly. T2, T3, and T4 are not controlled by persons related to Aco. 


On these facts, the distributing corporation (Pubco) is related to T1 (because T1 is controlled 
by a person related to the Pubco controlling shareholder: section 251(2)(c)(ii)) but not to T2, 
T3, or T4. If Pubco disposes of property in contravention of section 55(3.1)(d), the dividends 
it received from T2, T3, and T4 will not be eligible for the section 55(3)(b) exemption. 
However, the dividend it received from T1 will continue to benefit from the exemption as will 
the dividends received by T1, T2, T3, and T4 from Pubco. 


If a transferee corporation to which the distributing corporation is not related disposes of 
property in contravention of section 55(3.1)(c), only the dividend received by that transferee 
corporation will lose the benefit of the section 55(3)(b) exemption. Thus, where T4 rather 
than Pubco from Example 8.38 disposes of property following the distribution in 
contravention of section 55(3.1)(c), T4's dividend received from Pubco would lose the benefit 
of the section 55(3)(b) exemption but the exemption would not thereby be lost for the 
dividends received by T1, T2, T3 and Pubco (from all transferees including T4). 


Each of sections 55(3.1)(c) and (d) contains a number of important exceptions. 


FOOTNOTES 


305 when ss. 55(3.1)(c) and (d) were first introduced, it was commonly thought that they only 
applied to post-distribution transactions because the focus of the provisions was property 
received by a transferee corporation on the distribution or property owned by the distributing 
corporation immediately before the distribution and not disposed of by it on the distribution 
and because s. 55(3.1)(a) is specifically concerned with property acquisitions "in contemplation 
of and before" the distribution. However, the language in these provisions is capable of 
applying to certain pre-distribution transactions and CRA has considered them applicable (or 
at least potentially applicable) to transactions occurring before the distribution. See, for 
example, Income Tax Ruling, CRA Document 2004-0104851R3, dated October 5, 2005. See 
also the Department of Finance Comfort Letter dated June 8, 2005. Nonetheless, the 
discussion below focuses on these provisions in the context of post-distribution transactions. 


306 see the 1994 Technical Notes for ss. 55(3.1)(c) and (d). 
307 supra note 63. 


308 The preamble of s. 55(3.1)(d) refers to the dividend received by a distributing corporation that, 
immediately after the reorganization in the course of which the distribution was made and the 
dividend was received, was not related to the transferee corporation that paid the dividend. 
Transferee corporation is defined in s. 55(1) in the definition of distribution as the corporation 
that was the shareholder of the distributing corporation and that received its pro rata share of 
the distributing corporation's property on the distribution. In the case of an indirect transfer 
(see §8.4.1(a)), it is not the transferee corporation that pays the dividend, but the transferee 
corporation's subsidiary. It is not clear how s. 55(3.1)(d) applies in such circumstances 
although the intent, of course, would be that dividends paid by to the distributing corporation 
by the indirect subsidiary be denied the s. 55(3)(b) exemption in circumstances in which s. 
55(3.1)(d) would apply had the transfer not been an indirect one. 
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9 — WINDING-UP 


The winding-up of a corporation is frequently resorted to in corporate reorganizations for a 
variety of reasons. It is often used as an alternative to an amalgamation when a parent is 
incorporated in one jurisdiction and the subsidiary in another jurisdiction. It is also used 
where the parent is a public corporation or a substantial private corporation and it is 
considered undesirable to involve the parent in an amalgamation because of requirements 
for shareholder approval or other consents that may be necessary under financing or other 
contractual arrangements. 
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9.1 Definition 


Winding-up procedures vary according to the jurisdiction in which the particular 
corporation is incorporated. Generally, a winding-up can take place pursuant to a court 
order or it can be voluntary. If it is voluntary, it may be necessary to appoint a liquidator. 
However, in many jurisdictions, there is also a procedure for voluntarily winding-up a 
corporation that does not involve the appointment of a liquidator and is usually referred to 
as a dissolution. The voluntary dissolution procedure is usually less formal and less time- 
consuming than a court-ordered winding-up or a voluntary winding-up involving the 
appointment of a liquidator. 


The winding-up procedures usually commence with the court order or a shareholders' 
resolution authorizing the appointment of a liquidator or initiating the voluntary dissolution 
procedures. The assets and liabilities of the corporation are then identified and 
arrangements are made to pay or provide for the liabilities. After all the liabilities have been 
paid or provided for, the assets are distributed to the shareholders. Following the 
distribution of assets it is normal to file a formal document such as an application for 
surrender of charter or articles of dissolution in order to obtain a certificate of dissolution 
which formally terminates the corporation's existence. Particularly where it is necessary or 
desirable to obtain tax clearances, it is not unusual for the entire procedure to take a 
number of months or years to complete. In Interpretation Bulletin IT-126R2, dated March 
20, 1995, (now archived but understood to still represent the views of the CRA) the CRA 
provides the following views on the meaning of the expression "winding-up": 


1. In the Act the term "winding-up" is used to refer to both the winding-up of a corporation's business (see 
2 below) and the winding-up of the corporation itself, that is, dissolution (see 3 to 5 below). 


2. Subsection 84(2) applies to the distribution by, or appropriation of funds or property of, a corporation 
resident in Canada to, or for the benefit of, its shareholders where any positive steps are taken towards 
the winding-up, discontinuance or reorganization of its business. Thus circumstances falling short of the 
dissolution of a corporation may result in the application of the subsection. However, since the business 
of a corporation depends upon its corporate existence, where any positive step is taken toward the formal 
dissolution of the corporation, it is considered to be winding-up or discontinuing its business as well. 
Pursuant to paragraph 88(1)(d.1), subsection 84(2) does not apply where the rules provided in subsection 
88(1) apply; however subsection 84(2) will generally apply on the winding-up of a corporation that is 
subject to the provisions of subsection 88(2). 


3. Subsection 88(1) applies where a "taxable Canadian corporation," as defined in subsection 89(1), has 
been wound-up. Among the conditions for the application of subsection 88(1) is that at least 90% of the 
issued shares of each class of the capital stock of the corporation are owned by a taxable Canadian 
corporation immediately before the winding-up. Subsection 88(2) applies where a "Canadian 
corporation," as defined in subsection 89(1), has been wound up and the provisions of subsection 88(1) 
are not applicable. For the purposes of these subsections, a corporation is considered to have been 
"wound-up" 


(a) where it has followed the procedures for winding-up and dissolution provided by the appropriate 
federal or provincial companies act or winding-up act, or 


(b) where it has carried out a winding-up, other than by means of the statutory procedures 
contemplated in (a) above, and has been dissolved under the provisions of its incorporating statute. 


For additional information on subsections 88(1) and (2), see the current versions of IT-488, Winding- 
up of 90%-Owned Taxable Canadian Corporations and IT-149, Winding-up Dividend, respectively. For 
comments on the situation where there has been an unintentional winding-up of a corporation, see 
the current version of IT-444, Corporations — Involuntary Dissolutions. 


4. Generally the dissolution of a corporation is authorized by the applicable federal or provincial statute 
only where it can be shown that 


(a) the debts, obligations or liabilities of the corporation have been extinguished or provided for, or 
the creditors have given consent to the dissolution and 


(b) after the interests of all creditors have been satisfied, all remaining property of the corporation 
has been distributed among its shareholders. 


5. Where the formal dissolution of a corporation is not complete but there is substantial evidence that the 
corporation will be dissolved within a short period of time, for the purpose of subsections 88(1) and (2) 
the corporation is considered to have been wound up. Evidence confirming the proposed dissolution 
would generally require proof that the requirements for dissolution, as outlined in 4 above, have been 
met. Where a corporation is not dissolved in a particular year because of the existence of outstanding 
litigation the Department will accept that subsection 88(1) or 88(2) applies in that year where: 


(a) all of the corporation's assets and liabilities (other than its rights and obligations under the 
outstanding lawsuits that cannot be transferred without prejudice to the corporation) have been 
distributed to or assumed by the corporation's shareholders; 


(b) the sole reason for the delay in obtaining the formal dissolution is the existence of the 
outstanding litigation; 


(c) the corporation does not own or acquire any property or carry on any activity or undertaking 
(other than such activity as may be required to pursue the litigation) after the distribution of assets 
and before the formal dissolution; and 


(d) the corporation is formally dissolved within a reasonable time following the resolution of the 
outstanding litigation. 


6. Section 66.6 and several of the subsections in section 66.7 describe the acquisition of resource 
properties by "purchase, amalgamation, merger, winding-up or otherwise." "Winding-up" in this context 
means the winding-up of the corporation (as discussed in 3 to 5 above) rather than the winding-up of the 
business of the corporation (as discussed in 2 above). 


7. Pursuant to paragraph 88(1)(a), proceeds of disposition of property other than Canadian or foreign 
resource property are determined at the point in time "immediately before the winding-up." However, the 
actual distribution of such properties may take place at various times throughout the winding-up period. 
To minimize the problems that could ensue from the difference in timing, "immediately before the 
winding-up" for a particular disposition will be considered to mean immediately before that particular 
disposition. 


8. The phrase "on the winding-up," as used in subsection 88(1) for a corporation or in subsection 84(2) for 
a corporation's business, means that period of time during which the winding-up takes place. In the case 
of the winding-up of a corporation the period ends at dissolution. The phrase "in the course of winding- 
up" in subsection 88(2) refers to the same period of time. 


9. Pursuant to subparagraph (b)(i) of the definition of "disposition" in section 54 [now in section 248(1)], 


there is a disposition of the shares of a corporation when the shares are cancelled. It is the Department's 
position that in the case of a corporation being wound-up, the shares are cancelled when the certificate of 
dissolution is issued. In addition, even though the formal dissolution of a corporation has not occurred, 
the Department will consider that there is a disposition of the shares when subsection 88(1) or (2) applies 
to the corporation in the circumstances described in 5 above. 


Based on the foregoing, it would appear that for purposes of sections 88(1) and (2) a 
winding-up commences with a court order or shareholders' authorization that the 
corporation be wound-up and a corporation has been wound-up when there is evidence that 
the corporation will be dissolved within a short period of time. (The CRA's position with 
respect to when a corporation has been wound-up for the purposes of section 88(1.1) (the 
carryover of losses to the parent on the winding-up of the subsidiary) is discussed at 
§9.2.2(c).) As indicated in paragraph 5 of Interpretation Bulletin IT-126R2, this would 
generally include the filing of the request for articles of dissolution or the application for 
surrender of charter. (In some jurisdictions, articles of dissolution are issued on an "over the 
counter" basis, i.e., immediately after submission of the application.) The CRA has also 
stated that if the sole reason for the delay in obtaining a formal dissolution of a subsidiary is 
the existence of outstanding litigation, the subsidiary could be considered to have been 
wound-up for the purposes of section 88(1) if the conditions described above are met. 
Anything in between a court order or shareholders’ authorization that the corporation be 
wound-up and the time of formal dissolution would be considered to be "on the winding-up" 
or "in the course of winding-up." 
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9.2 Winding-up of Resident Corporation Where Section 88(1) Applies 


Section 88(1) provides a detailed set of rules applicable to the winding-up of a taxable 
Canadian corporation (the subsidiary) where not less than 90% of the shares of each class of 
the subsidiary's shares were owned, immediately prior to the time of the winding-up of the 
subsidiary, by another taxable Canadian corporation (the parent) and all the shares of the 
subsidiary that were not owned by the parent at that time were owned by persons with 
whom the parent was dealing at arm's length. Where it applies, section 88(1) overrides the 
general provisions of the Act other than section 69(11). A discussion with respect to the 
winding-up of a corporation resident in Canada where the conditions for the application to 
section 88(1) are not satisfied is provided below at §9.3. 


Although section 88(1) only applies where the subsidiary "has been wound up," the rules 
contained in the section clearly apply to points in time that occur during the course of the 
winding-up. 
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9.2.1 Rules Applicable to the Subsidiary 


Each property of the subsidiary distributed to the parent on the winding-up is deemed to 
have been disposed of by the subsidiary as follows: 


(a) Canadian and foreign resource properties of the subsidiary, and any "right to 
receive production" (as defined in section 18.1(1)) to which a "matchable 
expenditure" (as defined in section 18.1(1)), relates distributed to the parent are 
deemed to be disposed of for proceeds of disposition equal to nil: section 88(1)(a)(i). 
Unclaimed resource pools of the subsidiary flow through to the parent by virtue of 
section 88(1.5). 


(b) Partnership interests of the subsidiary distributed to the parent are, except for 
the purposes of section 98(5)(g), deemed not to have been disposed of: section 88(1) 
(a.2). Section 88(1)(a.2), together with sections 88(1)(e.2) and 87(2)(e.1), ensure 
that the cost and adjusted cost base adjustments of a partnership interest 
distributed to a parent on the winding-up of the subsidiary flow through to the 
parent. By deeming the subsidiary not to have disposed of the partnership interest 
on a distribution of that interest to the parent, section 88(1)(a.2) ensures that any 
gain inherent in a partnership interest with a negative adjusted cost base will not be 
realized on the winding-up. Section 88(1)(e.2) (together with section 87(2)(e.1)) 
complements section 88(1)(a.2) by ensuring that the parent inherits the adjusted 
cost base of the partnership interest distributed to it and any gain represented by 
the negative adjusted cost base is recognized when the parent disposes of the 
partnership interest. The exception in section 88(1)(a.2) relating to section 98(5)(g) 
ensures that the parent will be eligible for an addition to the cost base of certain 
capital property received by it on the dissolution of the partnership under section 
98(5)(g) if certain conditions are met. Accordingly, where the parent and the 
subsidiary are the only members of a partnership, the subsidiary will be treated for 
the purposes of section 98(5)(g) as having disposed of its partnership interest and 
the parent will be deemed to have acquired the partnership interest from the 
subsidiary and not to have acquired partnership property. 


(c) Where both the parent and the subsidiary are financial institutions, section 88(1) 
(a.3) provides that the subsidiary is deemed not to have disposed of a specified debt 
obligation (other than a mark-to-market property) distributed to the parent on the 
winding-up. This rule, in conjunction with section 87(2)(e.3) (which applies to 
section 88(1) winding-ups by virtue of section 88(1)(e.2)), ensures that the tax 
treatment of specified debt obligations under sections 142.3 and 142.4 is not 


affected by the winding-up. 


(d) Each other property of the subsidiary distributed to the parent is deemed to be 
disposed of for proceeds of disposition equal to the "cost amount" (as defined in 
section 248(1)) thereof to the subsidiary immediately before the winding-up: section 
88(1)(a)(iii). 


Therefore, no income or capital gain will be realized by the subsidiary upon the distribution 
of its property to the parent. Any property of the subsidiary distributed to minority 
shareholders on the winding-up is deemed to have been sold at fair market value by virtue of 
the provisions of section 69(5) of the Act. 


Notwithstanding the rules described above, for the purpose of calculating the subsidiary's 
pre-1972 capital surplus on hand, each property that was distributed by the subsidiary to the 
parent on the winding-up is deemed not to have been disposed of: section 88(1)(a.1). This 
provision prevents the premature realization of pre-1972 capital surplus on hand and 
appears only to be relevant to capital property distributed by the subsidiary. 


Section 88(1)(a) refers to each property of the subsidiary that was "distributed to the parent 
on the winding-up." If the subsidiary is indebted to the parent, it can be argued that the 
provisions of section 88(1)(a) do not apply to some of the properties distributed since the 
distribution would be in payment of the debts of the subsidiary rather than a distribution on 
the winding-up of the subsidiary. CRA states at paragraph 14 in Interpretation Bulletin IT- 
A88R2,+ that it considers all property to have been distributed on the winding-up even if 
certain properties might reasonably be considered to have been transferred to the parent in 
satisfaction of debts owing to the parent or as consideration for the assumption of liabilities 
of the subsidiary. IT-488R2 has been archived, but there has been no suggestion by the CRA 
that its views in this regard have changed. 


Other rules in section 88(1) and elsewhere that apply to the subsidiary are: 


(a) The subsidiary is permitted to deduct in computing its income for the taxation 
year in which it distributed its assets any reserve to which it would have been 
entitled if no winding-up had occurred and no amount is to be added to its income in 
the following taxation year in respect of such reserve: section 88(1)(e.1). 
Consequently, no income inclusion pursuant to section 12(1)(d) will be made in 
respect of accounts receivable that have been deducted as doubtful debts under 
section 20(1)(1) and are deemed to be disposed of for proceeds equal to their face 
amount. These reserves will be added to the income of the parent and the parent will 
be entitled to claim further reserves pursuant to the provisions in sections 88(1)(e.2) 
and 87(2)(g). 


(b) There is no deemed year-end of the subsidiary on the distribution of its property. 
Its taxation year will end on its normal date or on its final dissolution, whichever is 
earlier. Accordingly, the subsidiary will not be able to claim a deduction for capital 
cost allowance for the taxation year during which the subsidiary distributes its 
property to the parent. 


(c) With respect to a debt owed to a third party that is assumed by the parent upon 


the winding-up of the subsidiary, no disposition of such debt is considered to have 
occurred and the parent is deemed to have incurred the debt at the time that it was 
incurred or issued by the subsidiary: sections 88(1)(e.2) and 87(7). This provision 
applies only if the amount payable on the maturity of the debt remains the same 
after its assumption by the parent. The effect of this provision is to allow a rollover of 
such debts (for example, no foreign exchange gains or losses would be realized upon 
the assumption of the debt by the parent). This provision has no application to debts 
owing by the subsidiary to the parent that are cancelled upon the winding-up. These 
are discussed in item (d) below. 


By virtue of section 88(1)(e.2), the provisions of section 87(7) are specifically subject 
to section 78. In general terms, section 78 provides that unless deductible outlays or 
expenses of a subsidiary to non-arm's length persons are paid within two years after 
the year incurred, they are added back to the subsidiary's income in the third year. 
In the case of remuneration, an amount must be paid within 180 days of the end of 
the taxation year in which the expense is incurred. If the subsidiary is wound-up 
before the end of the second year following the year in which the expense was 
incurred, section 78(2) includes these unpaid amounts in its income for the year of 


winding-up. In Technical Interpretation, CRA Document 2001-0067105,2 the CRA 
stated that its position with respect to when a subsidiary has been wound-up for the 
purposes of sections 88(1) and 88(2) (as discussed at §9.1) also applies for the 
purposes of section 78. It is therefore usually advisable for the subsidiary to pay 
these obligations before being wound up. For example, if a subsidiary incurred a 
deductible expense in its 2009 taxation year and the amount was unpaid at the time 
that the subsidiary was wound up into the parent in its 2011 taxation year, the 
subsidiary would be obliged to include the unpaid amount in its income for its 2011 
taxation year under section 78(2). However, in paragraph 15(g) of Interpretation 


Bulletin IT-109R2,2 the CRA states: 


Where a deductible outlay or expense is owing by a subsidiary to a parent, or by a parent to a 
subsidiary, at the time a corporation is wound up pursuant to subsection 88(1), subsections 
78(1) and (2) will only be applied if the debtor taxpayer is on the accrual basis of reporting 
income and the creditor is on the cash basis. Also, in such cases, these subsections will not be 
applied if the cash-basis taxpayer reports the receivable as income by the end of its taxation 
year in which the winding-up occurs. At the time of winding-up, if a deductible outlay or expense 
is owing by the subsidiary to a person other than the parent, section 78 will not be applied 
provided the Department is assured, to its satisfaction, that the unpaid amounts will be paid by 
the parent before the dates on which subsections 78(1) or (4) would otherwise have become 
operative had the subsidiary not been wound up. 


(d) Where a debt owing by the subsidiary to the parent or by the parent to the 
subsidiary is settled or extinguished on the winding-up without any payment by the 
debtor or by the payment of an amount that is less than both the principal amount of 
the debt and the amount that would have been the cost amount to the creditor of the 
debt if the definition of "cost amount" in section 248(1) were read without reference 
to paragraph (e) thereof, an election can be made under section 80.01(4) to have the 
debt deemed to have been settled for an amount equal to the amount that would 
have been the creditor's "cost amount" if: (i) the cost amount definition were read 
without reference to paragraph (e) thereof; and (ii) that cost amount included 
amounts added in computing the creditor's income in respect of the portion of the 


indebtedness representing unpaid interest to the extent not deducted as bad debts 
in respect of such unpaid interest. If the debt represents capital property to the 
creditor, such cost amount is the adjusted cost base of the debt and, if the debt 
represents inventory to the creditor, the cost amount of the debt is the amount at 
which it is valued in the creditor's inventory. 


For purposes of section 80.01, an amount of interest payable on an obligation issued 
by a debtor that is deductible or would, but for the rules in section 18(2), 18(3.1), or 
21, have been deductible for a taxation year, is deemed to be a separate debt 
obligation having a principal amount of, and being deemed to have been issued for, 
an amount equal to the amount of such interest: sections 80(2)(b) and 80.01(2). 


Where a subsidiary's debt is settled on a distribution of property in circumstances to 
which section 88(1) applies, the debt is deemed to be settled immediately before the 
time that is immediately before the time of the distribution: section 80.01(4)(d). This 
rule ensures that where there is debt forgiveness (for example, because the cost 
amount is less than principal amount) the relevant debt forgiveness provisions apply 
to the tax attributes of the subsidiary before those attributes are passed on to the 
parent on the winding-up. 


An election under section 80.01(4) must be filed by the parent in prescribed form 
(Form T2027) on or before the last day for filing the parent's tax return for the year 
in which the debt was settled or extinguished. 


(e) No deemed dividend arises under section 84(2) on the winding-up of the 
subsidiary and the rules in section 13(21.2) (see §2.6.2) are not applicable with 
respect to property acquired by the parent on the winding-up of the subsidiary: 
section 88(1)(d.1). 


FOOTNOTES 
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Dated June 24, 1994. 


Dated March 19, 2001. 


Dated April 23, 1993. This bulletin has been cancelled but it is believed to still represent the 
views of the CRA in this regard. 


01 JUL 2023 PAGE 771 


Taxation of Corporate Reorganizations Third Edition 
9 — WINDING-UP 
9.2 Winding-up of Resident Corporation Where Section 88(1) Applies 
9.2.2 Rules Applicable to the Parent 


9.2.2 Rules Applicable to the Parent 


2019 Thomson Reuters Canada Limited 


01 JUL 2023 PAGE 772 


Taxation of Corporate Reorganizations Third Edition 
9 — WINDING-UP 
9.2 Winding-up of Resident Corporation Where Section 88(1) Applies 
9.2.2 Rules Applicable to the Parent 
(a) Shares of the Subsidiary 


(a) Shares of the Subsidiary 


The parent is deemed to have disposed of the shares of the subsidiary owned by the parent 
immediately before the winding-up for proceeds of disposition equal to the greater of: 


(a) the lesser of the paid-up capital of such shares,* immediately before the winding- 


up, and the amount determined under section 88(1)(d)(i) (i.e., the cost amount to the 
subsidiary of its property plus any cash on hand minus any outstanding debts and 
minus certain reserves) (see §9.2.2(d) for a detailed discussion of the amount under 
section 88(1)(d)); and 


(b) the aggregate adjusted cost base to the parent of the shares of the subsidiary 
immediately before the winding-up: section 88(1)(b). 


Since the proceeds of disposition are deemed to be equal to the greater of the amounts in (a) 
and (b) above, such proceeds can never be less than the adjusted cost base of the shares 
immediately before the winding-up. Therefore, the parent is never entitled to deduct any 
capital loss in respect of the shares of the subsidiary upon its winding-up. However, where 
both the amounts in (a) above exceed the adjusted cost base to the parent of the shares of 
the subsidiary, the parent will realize a capital gain upon the winding-up. One situation in 
which this may occur is when the parent has purchased the shares of the subsidiary for an 
amount less than the paid-up capital of such shares. To ensure no gain arises under section 
88(1)(b), it is common practice in a winding-up or an amalgamation to which section 88(1) 
applies to (in the case of an amalgamation, by virtue of section 87(11)), where permitted by 
the applicable corporate legislation, pass a resolution prior to the commencement of the 
winding-up or amalgamation to reduce the stated capital of the shares in the capital of the 
subsidiary to $1.00 without any related distribution of capital. The CRA has stated that in its 
view the general anti-avoidance rules would not be applicable in respect of a reduction of 


capital to avoid a gain under section 88(1)(b).2 


For purposes of computing the parent's pre-1972 capital surplus on hand, the amount of any 
capital gain or capital loss accrued to the end of 1971 in respect of the shares of the 
subsidiary is deemed to be nil: section 88(2.2)(a)(i). This rule is designed to prevent the 
premature realization of pre-1972 capital surplus on hand pursuant to a rollover transaction. 


FOOTNOTES 


4 The paid-up capital of a share for tax purposes may be different than its paid-up or stated 
capital for corporate purposes. A calculation of paid-up capital must be made in accordance with 
the definition of "paid-up capital" in s. 89(1). Paid-up capital is averaged over all the shares of a 
class, even though shares may have been issued for different amounts. 


2 Technical Interpretation, CRA Document 2006-0196011C6, dated October 6, 2006. 
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(b) Cost to Parent of Property of the Subsidiary and Other Flow-Through Provisions 


Section 88(1) provides a detailed set of rules with respect to the cost to the parent of the 
subsidiary's property distributed to it on the winding-up and with respect to the flow- 
through of the various tax accounts of the subsidiary. The cost to the parent of property 
received on the winding-up of the subsidiary is reduced by any reduction of the cost amount 
to the subsidiary of the property as a result of the application of section 80 on the winding- 
up: section 88(1)(c)(ii). Section 80 may apply where a debt owing by a subsidiary to its 
parent is settled or extinguished on a winding-up for less than its principal amount 
(including as a result of section 80.01(4): see above at §9.2.1), and that difference exceeds 
the amounts described in sections 80(3) and (4). The rules set out in section 88(1) are: 


(a) The parent is deemed to have acquired inventory of the subsidiary distributed on 
the winding-up at a cost equal to the amount at which the inventory was valued by 
the subsidiary, immediately before the winding-up, in computing its income: sections 
88(1)(a) and (c) and the definition of "cost amount" in section 248(1). See section 
88(1.6) where the parent will acquire inventory of a subsidiary engaged in a farming 
business that uses the cash method of reporting income in accordance with section 
28. 


(b) Canadian and foreign resource properties, and any "right to receive production" 
(as defined in section 18.1(1)) to which a "matchable expenditure" (as defined in 
sections 18.1(1)) relates, are deemed to be acquired by the parent at a cost of nil: 
sections 88(1)(a) and (c). The cost of such resource properties may have been 
deducted previously by the subsidiary. To the extent the cost has not been deducted 
by the subsidiary, the parent is entitled to further deductions as if it were the 
subsidiary: section 88(1.5). In addition, the parent is deemed to be the same 
corporation as the subsidiary for the purposes of the successor corporation rules, 
which limit the deductions a "successor corporation" may claim for exploration, 
development, and other resource expenses. 


(c) The parent is deemed to have acquired each depreciable property of a prescribed 
class distributed to it upon the winding-up of the subsidiary at a cost equal to the 
proportion of the undepreciated capital cost of the class that the capital cost of the 
particular property is of the capital cost of all property of the class: sections 88(1)(a) 
and (c) and the definition of "cost amount" in section 248(1). If the capital cost of any 
particular depreciable property to the parent is less than the original capital cost of 
the property to the subsidiary, the capital cost to the parent is deemed to be equal to 


the original capital cost to the subsidiary and the excess is deemed to have been 
claimed by the parent as capital cost allowance for prior years: section 88(1)(f). This 
provision prevents the conversion of what would have been recapture of capital cost 
allowance if the property had been disposed of by the subsidiary into a capital gain 
when the property is disposed of by the parent. For example, assume that the 
subsidiary has depreciable property of a prescribed class with a capital cost of 
$1,000 and an undepreciated capital cost of $400. On the distribution by the 
subsidiary of its depreciable property to the parent, the parent will be deemed to 
have acquired the property at a cost of $400. In the absence of section 88(1)(f), a 
subsequent sale of the property by the parent for $1,200 would result in a capital 
gain of $800. However, section 88(1)(f) has the effect of deeming the parent to have 
a capital cost of the property of $1,000 and an undepreciated capital cost of $400. 
Therefore, upon a sale of the property for $1,200, the parent would realize $600 as 
recapture of capital cost allowance and a $200 capital gain. It should be noted that 
section 88(1)(f) applies only for purposes of calculating capital cost allowance and 
recapture of capital cost allowance; it does not apply for purposes of calculating 
capital gains and capital losses. The cost of the property to the parent in the above 
example for purposes of calculating the capital gain is $400 by virtue of section 
88(1)(c). However, the amount of the capital gain must be reduced to the extent that 
the gain has been otherwise included in income as recapture of capital cost 
allowance: section 39(1)(a). Section 13(21.2) (see §2.6.2) is not applicable with 
respect to property acquired by the parent on the winding-up: section 88(1)(d.1). 


Where the depreciable property was owned continuously by the subsidiary since 
December 31, 1971, section 20(1.2) of the Rules provides that the parent is deemed 
to have acquired the property before 1972 and to have owned it continuously since 
that time. Therefore, any tax-free zone with respect to the property will carry over to 
the parent after the winding-up. See also the provisions of sections 1102(14), 
1101(1ad), 1100(19), and 1100(2.2) of the Regulations. 


Pursuant to section 21(1), where in a taxation year a taxpayer has acquired 
depreciable property, the taxpayer may elect to not deduct the cost of any money 
borrowed to acquire the depreciable property under section 20(1)(c), (d), or (e) or 
any financing fees in respect of such borrowed money under section 20(1)(e.1) and 
to add the cost of the borrowed money or the financing fees to the capital cost of the 
depreciable property. In a subsequent taxation year, the taxpayer may make a 
similar election under section 21(3) in respect of the money borrowed to acquire the 
depreciable property or financing fees related to such borrowed money if in each 
taxation year (if any) after the year in which the section 21(1) election was originally 
made and before the subsequent taxation year, the taxpayer has made an 
appropriate election under section 21(3). The parent in a section 88(1) winding-up is 
considered to have acquired the property distributed to it by the subsidiary. Thus, if 
the subsidiary borrowed money to acquire the property or incurred any financing 
fees in respect of such borrowed money and the debt or fees are still outstanding at 
the time of winding-up, it appears that the parent could make an election pursuant 
to section 21(1) in respect of the costs incurred by it during the year in which the 
depreciable property was acquired: see paragraphs 10 and 12 of Interpretation 


Bulletin IT-121R3,©® which has been archived but there has been no indication that 


the CRA has changed its views in this regard. 


(d) With two exceptions, section 88(1)(c) provides that the cost to the parent of each 
property of the subsidiary distributed on the winding-up is deemed to be the amount 
determined under section 88(1)(a) to be the proceeds of disposition to the 
subsidiary. In the case of capital property (other than depreciable property), this 
amount would be the adjusted cost base of the property. Therefore, there will be a 
complete rollover of any non-depreciable capital property owned by the subsidiary 
and distributed to the parent upon the winding-up. 


In the case of a partnership interest, although a disposition by the subsidiary is 
deemed not to occur, the cost and adjusted cost base of the interest to the subsidiary 
becomes that of the parent and, in respect of the partnership interest, the parent is 
deemed to be the same corporation as and a continuation of the subsidiary: sections 
88(1)(a.2), 88(1)(c)(G), 88(1)(e.2), and 87(2)(e.1). Also, see the discussion at §9.2.1 
and §7.2.6. 


In the case of a specified debt obligation (other than a mark-to-market property) 
acquired from a subsidiary and where the parent is a financial institution, the parent 
is deemed to be the same corporation as, and a continuation of, the subsidiary: 
sections 88(1)(c), 88(1) (e.2), and 87(2)(e.3). 


By virtue of the provisions of sections 88(1)(c) and (d), the parent may be entitled to 
step-up or increase the adjusted cost base of non-depreciable capital property 
received from the subsidiary upon its winding-up. This is often referred to as the 
"bump." The bump is discussed below at §9.2.2(d). 


A discussion of the carryover of losses to the parent is provided below at §9.2.2(c). Other 
rules in section 88(1) and elsewhere that apply to the parent are: 


(a) Any debts of the subsidiary owing to a third party that are assumed by the parent 
upon the winding-up are deemed not to have been disposed of and the parent is 
deemed to have incurred the debt at the time that it was incurred or issued by the 
subsidiary: sections 88(1)(e.2) and 87(7). In order for this rollover provision to apply, 
the amount payable on the maturity of the debt must remain the same after its 
assumption by the parent. 


(b) No deemed dividend arises under section 84(2) as a result of the winding-up of 
the subsidiary: section 88(1)(d.1). Ordinarily where a corporation is wound up and 
its shares cancelled, the corporation is deemed to pay a dividend equal to the excess 
of the amount distributed by it upon the winding-up over the paid-up capital of the 
shares. 


(c) Any investment tax credits of a subsidiary upon its winding-up will flow to the 
parent: see the detailed rules in section 88(1)(e.3). On a change of control of the 
subsidiary, the investment tax credits will normally be limited. However, the parent 
is permitted to reinstate investment tax credits, restricted as a result of a change of 
control, to the extent that after the change of control, the parent has generated a 
federal income tax liability in respect of income arising from the same business or 


business similar to that in which the subsidiary earned those credits. 


(d) For the purposes of section 110.1, the amounts of charitable and similar gifts 
made by the subsidiary that have not been deducted and that are eligible to be 
carried forward for deduction in future years by the subsidiary can be carried 
forward for deduction by the parent in taxation years after the subsidiary was 
wound-up as if it had made the gifts: section 88(1)(e.6). Also the parent is deemed 
for the purposes of section 110.1 to have made any gift deemed to made by virtue of 
sections 110.1(6) and 118.1(13) (dealing with gifts of non-qualifying securities) by 
the subsidiary after the subsidiary ceased to exist: see section 88(1)(e.61). 


(e) For the purposes of the foreign business-income tax credit under section 126, any 
unused foreign tax credit of the subsidiary in respect of a country for a taxation year 
("foreign tax year") is, to the extent not claimed by the subsidiary, deemed to be an 
unused foreign tax credit of the parent for its taxation year in which the subsidiary's 
foreign tax year ended: section 88(1)(e.7). In this manner, the parent assumes the 
position of the subsidiary insofar as the carryover of its unused foreign tax credits is 
concerned. 


(f) The taxable income of the parent may be increased in certain circumstances by 
the subsidiary's taxable income for the purposes of calculating the parent's 
expenditure limit determined under section 127(10.2): section 88(1)(e.8). This 
aggregation is relevant for the purposes of the enriched investment tax credit 
available to Canadian-controlled private corporations. Also see section 88(1)(e.9) 
providing a similar rule for the purposes of the refundable investment tax credit 
rules in section 127.1. 


(g) Section 88(1)(g) provides special rules that apply on a winding-up of a subsidiary 
that is an insurance corporation. 


(h) For the purposes of sections 112(5) to (5.2) and (5.4) and the definition of "mark- 
to-market property" in section 142.2(1), the parent is deemed, in respect of each 
property distributed to it on the winding-up, to be the same corporation as, and a 
continuation of, the subsidiary: section 88(1)(h). In addition, for the purposes of 
section 142.5(2), the subsidiary's taxation year in which its assets were distributed 
to the parent on the winding-up is deemed to have ended immediately before the 
time when the assets were distributed: section 88(1)(i). 


(i) For the purposes of the functional currency rules in section 261, section 261(16) 
applies to a winding-up of a subsidiary under section 88(1) where the subsidiary and 
the parent have different tax reporting currencies. 


Where the subsidiary uses Canadian dollars as its tax reporting currency and the 
parent does not, the subsidiary is deemed to have elected to apply the parent's 
elected functional currency for the taxation year in which the winding-up is 
commenced. This means that the subsidiary must retroactively convert its assets, 
debt and tax attributes into the parent's elected functional currency as at the day 
before the beginning of the taxation year in which the winding-up is commenced. 


Where the subsidiary does not use Canadian dollars as its tax reporting currency 
and the parent uses either Canadian dollars or a different elected functional 
currency than the subsidiary, the subsidiary is deemed to have revoked its functional 
currency election effective for the taxation year in which the winding-up is 
commenced. If the parent has an elected functional currency, the subsidiary is then 
further deemed to have elected to apply the parent's elected functional currency. For 
this purpose, a momentary taxation year of the subsidiary is considered to have 
begun and ended immediately after the beginning of the subsidiary's taxation year in 
which the winding-up commences, thus allowing the subsidiary's foreign currency 
attributes to be converted first to Canadian dollars and subsequently into the 
parent's elected functional currency. 


(j) For the purposes of the payment of instalments of tax and interest under sections 
157 and 161 of the Act, section 5301(6) of the Regulations provides that, where the 
subsidiary is winding up and, at a particular time in the course of the winding-up, all 
or substantially all of the property of the subsidiary has been distributed to the 
parent, the parent's first and second instalment bases for its taxation year that 
includes the particular time and for its immediately following taxation year are 
increased by all or part of the subsidiary's first or second instalment base for its 
taxation year that includes the particular time. 


(k) Many of the rules relating to amalgamations are, by virtue of section 88(1)(e.2), 
made applicable, mutatis mutandis, to the winding-up of a subsidiary. Section 88(1) 
(e.2) provides for the necessary changes in the wording of the provisions of section 
87 so that those provisions apply to the winding-up of a subsidiary: sections 88(1) 
(e.2)(i) to (xxi). Specifically the applicable rules are sections 87(2)(c), (d.1), (e.1), 
(e.3), (g) to (1), (1.21) to (u), (x), (z.1), (z.2), (aa), (cc), (Il), (nn), (pp), (rr), and (tt) to 
(ww), section 87(6) and, subject to section 78, section 87(7).2 See chapter 7 fora 
discussion of these rules. 


FOOTNOTES 


Dated May 6, 1988. 


In the case of ss. 87(2)(vv) and (ww), the references to ss. 89(5) and (9) are to be read as 
references to ss. 89(6) and (10), respectively, which deal with the general rate income pool and 
low rate income pool for the purposes of the eligible dividend rules. 
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(c) Carryover of Losses to Parent 


Sections 88(1.1) to 88(1.3) provide loss carry forward rules. Section 88(1.1) provides rules in 
respect of non-capital losses, restricted farm losses, farm losses, and limited partnership 
losses and section 88(1.2) provides rules in respect of net capital losses. Section 88(1.3) 
provides a special deeming rule that applies where the parent was incorporated after the 
subsidiary's expenditure or loss year. 


Section 88(1.1) provides, where a Canadian corporation (and not necessarily a taxable 
Canadian corporation as required by section 88(1)) (the subsidiary) has been wound-up and 
not less than 90% of the issued shares of each class of the subsidiary were owned by another 
Canadian corporation (again not necessarily a taxable Canadian corporation) (the parent) 
and all the shares of the subsidiary that were not owned by the parent immediately prior to 
the winding-up were owned by persons that deal at arm's length with the parent, in 
computing the taxable income of the parent and Part IV tax payable by the parent for any 
taxation year commencing after the commencement of the winding-up, any non-capital loss, 
restricted farm loss, farm loss, or limited partnership loss of a subsidiary for a particular 
taxation year (the "subsidiary's loss year"), to the extent that it was not deducted by the 
subsidiary in any taxation year but would have been deductible by the subsidiary in its first 
taxation year commencing after the winding-up (on the assumption that it had such taxation 
year and that it had sufficient income for that year), is deemed for the purposes of sections 
88(1.1), 111(1)(a), 111(1)(c), 111(1)(d), 111(1)(e) and 111(3), and Part IV to be an 
undeducted non-capital loss, restricted farm loss, farm loss or limited partnership loss of the 
parent for the parent's taxation year in which the subsidiary's loss year ended. The losses to 
the parent are deemed to be derived from the same source as from which the subsidiary 
derived the losses. 


A precondition to the application of section 88(1.1) is that the subsidiary "has been wound- 
up." In Interpretation Bulletin IT-126R2,2 the CRA states that, where the formal dissolution 
of a corporation is not complete but there is substantial evidence that the corporation will be 
dissolved within a short period of time, for the purposes of sections 88(1) and (2), the 
corporation will be considered to have been wound up: see the discussion at §9.1. However, 
the CRA does not extend this position to section 88(1.1). In fact, the CRA stated: 


The administrative concession discussed above has not been extended to subsection 88(1.1) of the Act, 
and therefore, for purposes of subsection 88(1.1), a corporation will not be considered wound up until it 
has been formally dissolved. However, once the provisions of subsection 88(1.1) of the Act become 
applicable, non-capital losses are available in any taxation year beginning after the commencement of the 
winding-up. Where the formal dissolution occurs after the previous year's tax return has been filed, an 


amended return can be prepared.2 


Accordingly, in the view of the CRA, the conditions of section 88(1.1) will not be satisfied 
until the subsidiary has been formally dissolved. This can be an issue in many cases as it is 
common to not formally dissolve a subsidiary for a number of years for a variety of reasons, 
including for the purposes of collecting tax refunds or allowing limitation periods to expire. 


A distinction is drawn in section 88(1.1) between that portion of any non-capital loss, 
restricted farm loss, farm loss, or limited partnership loss of the subsidiary as may 
reasonably be regarded as its loss from carrying on a particular business (referred to as the 
"subsidiary's loss business") and any other portion of the relevant loss from any other source 
arising by reason of a foreign tax credit-related claim under section 110.5. The portion of the 
relevant loss arising from the subsidiary's loss business is deemed to be a non-capital loss or 
limited partnership loss of the parent from carrying on the subsidiary's loss business. Any 
other portion of the non-capital loss from any other source is deemed to be a non-capital loss 
or limited partnership loss of the parent from the source from which the subsidiary derived 
the loss, while any other portion of the non-capital loss arising by reason of a claim under 
section 110.5 is deemed to be a non-capital loss of the parent arising by reason of a section 
110.5 claim. Thus, it is necessary to allocate the non-capital losses of the subsidiary to the 
sources from which they were derived. See also the provisions of section 111(5.4) of the Act. 


Section 88(1.1) treats the deductible non-capital losses, restricted farm losses, farm losses, 
and limited partnership losses of the subsidiary as losses of the parent corporation for the 
taxation year of the parent in which the subsidiary's loss year ended (although the loss 
cannot be carried back by the parent — it is deductible only in taxation years that begin after 
the commencement of the winding-up). Where this rule applies to deem a subsidiary's loss to 
be a loss of the parent for a taxation year of the parent commencing after the 
commencement of the winding-up, section 88(1.1)(f) allows the parent to elect to treat the 
loss as a loss of the parent for its immediately preceding taxation year for the purpose of 
computing its taxable income for taxation years commencing after the commencement of the 
winding-up. 


For instance, consider the following example. The parent has a taxation year-end of 
December 31 and the subsidiary has a taxation year end of July 31. The winding-up of the 
subsidiary is commenced on November 30, 2010, and the subsidiary is formally dissolved at 
the beginning of 2011. The subsidiary incurred a non-capital loss of $10,000 for its taxation 
year that ended on July 31, 2009; $8,000 for its taxation year that ended on July 31, 2010; 
and $3,000 for the four-month period ending on November 30, 2010. The parent could 
deduct the non-capital losses of the subsidiary in the amount of $18,000 in its taxation year 
ending on December 31, 2011 (assuming it has sufficient income), being the losses of the 
subsidiary for the subsidiary's taxation years ended on July 31, 2009 and July 31, 2010. If the 
parent makes an election under section 88(1)(f), the parent could also deduct the non-capital 
loss of the subsidiary in the amount of $3,000 in its taxation year ending on December 31, 
2011, being the non-capital loss of the subsidiary for the period ending November 30, 2010. 


Because a non-capital loss of the subsidiary cannot be utilized by the parent until the first 
taxation year of the parent commencing after the commencement of the winding-up, a non- 
capital loss of the subsidiary with a carryforward period that ends in the taxation year in 
which the winding-up is commenced may not be available to the parent. 


Where control of the parent or subsidiary has been acquired by a person or group of 
persons, restrictions are imposed in section 88(1.1) on the deduction by the parent of non- 
capital losses and farm losses brought forward from the subsidiary. These rules are similar 
to the restrictions in section 111(5). 


The provisions relating to the carryforward of net capital losses are contained in section 
88(1.2) and are virtually identical to the provisions relating to the carryforward of non- 
capital losses, except that where control of the parent or subsidiary has been acquired by a 
person or group of persons who did not control the subsidiary or the parent at the end of the 
subsidiary's loss year, the subsidiary's net capital loss cannot be deducted in any 
circumstances by the parent. In addition, unlike section 88(1.1), section 88(1.2) does not 
have as a precondition that the subsidiary has been wound-up. 


FOOTNOTES 


8 Dated March 20, 1995. This bulletin has been cancelled, but it is understood that the views of 


the CRA in this regard have not changed. 


2 Technical Interpretation, CRA Document 2001-006710, dated March 19, 2001. 
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(d) The Bump 


As discussed above, section 88(1)(c) provides that the cost to the parent of each property of 
the subsidiary distributed on the winding-up is generally deemed to be the amount 
determined under section 88(1)(a) to be the proceeds of disposition to the subsidiary. In the 
case of capital property (other than depreciable property), this amount would be the 
adjusted cost base of the property. By virtue of the provisions of sections 88(1)(c) and (d), the 
parent may be entitled to step-up or "bump" the adjusted cost base of non-depreciable 
capital property received from the subsidiary upon its winding-up. One method in which the 
bump could be used to a taxpayer's advantage is illustrated by the following example in 


paragraph 8 of Supplement 1 to Information Circular IC 88-2:12 
Facts 


Canco operates three businesses, A, B and C, and owns investment property. Purchaseco intends to 
purchase all the shares of Canco, wind it up and dispose of business A and B. Prior to this purchase, 
Canco transfers all of the property used in business A and B to wholly-owned subsidiaries X and Y, 
respectively, and elects pursuant to subsection 85(1) of the Act in respect of the transfers. Purchaseco 
buys all the shares of Canco and winds up Canco and designates an amount, pursuant to paragraph 88(1) 
(d) of the Act, to increase the adjusted cost base of the shares of the subsidiaries X and Y. Purchaseco sells 
the shares of X and Y to different arm's length parties. 


Interpretation 


The shares of the subsidiaries issued in consideration for the property comprising businesses A and B are 
deemed by section 54.2 of the Act to be capital property of Canco. Paragraph 88(1)(d) of the Act provides 
that the cost to a parent of a capital property owned by a subsidiary may be increased in certain 
circumstances. The rules of this paragraph apply to a property of a subsidiary that is deemed to be a 
capital property as well as one that is in fact a capital property. Since the transactions described are 
consistent with the intention of section 54.2 and paragraph 88(1)(d) of the Act, the transfers by Canco of 
business A to X and business B to Y would not be an abuse of the Act read as a whole. 


A discussion of the conditions for the entitlement to the bump and the amount that the cost 
of non-depreciable capital property can be bumped under sections 88(1)(c) and (d) is 
provided below. 


As discussed below, a significant restriction in achieving a bump is not triggering the bump 
denial rule (discussed at §9.2.2(d)(v)). Amendments contained in Bill C-4 (which received 
royal assent on December 12, 2013) addressed a number of technical anomalies in the bump 
denial rule, which were the subject of numerous comfort letters dating back many years. 


(i) Conditions for the Bump 


The "bump" is available only where the following conditions are satisfied: 
(a) the property to be bumped constitutes capital property of the subsidiary; 


(b) the property to be bumped was owned by the subsidiary at the time that the 
parent last acquired control of the subsidiary and thereafter without interruption 
until its distribution on the winding-up of the subsidiary; and 


(c) the property to be bumped is not "ineligible property." 


As noted above, the bump is only available in respect of property that was owned by the 
subsidiary at the time the parent last acquired control of the subsidiary and thereafter 
without interruption until the winding-up. In Technical Interpretation, CRA Document 2002- 
0169725,1! the CRA pointed out that where a series of winding-ups is required to bump the 
property of a lower-tier subsidiary, the ordering of the winding-ups will be important. For 
example, consider the situation where a taxable Canadian corporation (Parent) will acquire 
all of the shares of another taxable Canadian corporation (Subsidiary). Furthermore, assume 
Subsidiary owns all of the shares of another corporation (Subco) and Parent wishes to bump 
the tax cost of the non-depreciable capital property of Subco (the Subco Property). If, after 
Parent acquires control of Subsidiary, Subco is wound-up into and distributes its property 
(including the Subco Property) to Subsidiary, the bump will not be available in respect of the 
Subco Property on the subsequent winding-up of Subsidiary since the Subco Property would 
not have been owned by Subsidiary at the time the parent last acquired control of 
Subsidiary. Accordingly, in these circumstances, Subsidiary should be wound-up first and the 
parent would bump the tax cost of the Subco shares. The parent would then wind-up Subco 
and bump the tax cost of the Subco Property. (Note that on the transfer of the Subco shares 
to Parent, section 88(1)(d.2) (discussed below) would not be relevant as the parent would 
have acquired control of Subco at the time of the acquisition of Subsidiary shares and not at 


the time it acquired the Subco shares from Subsidiary.+2) 


Alternatively, Subco could be amalgamated with Subsidiary to form Amalco and Amalco 
would be wound-up into Parent. In this case, sections 87(11) (see §7.5) and 88(4) (see 
§9.2.2(d)(v)) would be relevant. 


Ineligible property is any property described in any of sections 88(1)(c)(iii) to (vi). The first 
three of these subparagraphs describe the following property: 


(a) depreciable property;12 


(b) property transferred to the parent on the winding-up where the winding-up is 
part of a "butterfly distribution"; and 


(c) property acquired by the subsidiary from the parent or any person or partnership 
that was not dealing at arm's length with the parent (except by virtue of a section 
251(5)(b) right) or property acquired in substitution therefor where the acquisition 
was part of the same series of transactions and events in which the parent acquired 
control of the subsidiary. 


The last category of ineligible property is described in section 88(1)(c)(vi) and includes all 


property that is distributed to the parent on the winding-up if, as part of the series of 
transactions or events that includes the winding-up: 


(a) the parent acquired control of the subsidiary; and 
(b) in general terms, "prohibited property" is acquired by a "prohibited person." 


Thus, if any prohibited property is acquired by any prohibited person as part of the series of 
transactions that includes the winding-up of the subsidiary, the "bump" in respect of all of 
the property distributed on the winding-up of the subsidiary will be denied. Accordingly, this 
last category of ineligible property is often referred to as the "bump denial rule." The bump 
denial rule is discussed in greater detail at §9.2.2(e). 


(ii) The Amount of the Bump 


Once the qualifying capital properties have been identified, the amount of the bump in the 
cost of qualifying capital property distributed to the parent upon the winding-up of the 
subsidiary is determined under section 88(1)(d). 


There is a total amount (or a limit) that all the property of the subsidiary can be bumped 
(referred to below as the total available bump room) and there are limitations on the amount 
that a particular non-depreciable capital property of the subsidiary can be bumped. 


The total available bump room—the maximum aggregate step-up in respect of the cost of all 
the non-depreciable capital property of the subsidiary distributed to the parent on the 
winding-up of the subsidiary—is the amount by which: 


(1) the adjusted cost base to the parent of the shares of the subsidiary immediately 
before the winding-up: sections 88(1)(d) and 88(1)(b)(ii); 


exceeds the aggregate of: 


(2) the amount, if any, by (a) which the cost amount of each property of the 
subsidiary immediately before the winding-up plus any cash on hand immediately 
before the winding-up exceeds (b) the amount of any outstanding debts or other 
obligations owing by the subsidiary immediately before the winding-up and the 
amount of any reserves deducted by the subsidiary in computing its income for the 
taxation year in which the distribution of its assets occurs (other than reserves 
deducted under section 20(1)(n), 40(1)(a)(iii) or 44(1)(e)(iii)): section 88(1)(d)(i);44 
and 


(3) the aggregate of all capital dividends and taxable dividends received by the 
parent, or a corporation with which the parent did not deal at arm's length 
(otherwise than by virtue of a right in respect of the subsidiary described in section 
251(5)(b)), on the shares of the subsidiary disposed of by the parent on, or in 
contemplation of, the winding-up or on any shares for which they were substituted 
or exchanged to the extent, in the case of taxable dividends, that such taxable 
dividends were deductible under section 112 or 138(6): sections 88(1)(d)(i.1)(A) and 
88(1)(d)(i.1)(B). (Where the shares of the subsidiary are acquired from a person that 
deals at non-arm's length with the parent, see the discussion below at §9.2.2(d)(iv) in 


respect of Technical Interpretation, CRA Document 2007-0243261C6, dated October 
5, 2007.) The effect of this is to reduce the total available bump room by the amount 
of any tax-free dividends on the shares of the subsidiary disposed of on the winding- 
up that were received by the parent (or any corporation not dealing at arm's length 
with the parent) prior to the winding-up. Accordingly, the parent is put in the same 
position that it would have been in if no such dividend distributions had been made. 


In general, the amount by which the parent is entitled to increase the adjusted cost base of 
the subsidiary's non-depreciable capital property is the excess of the cost of its shares in the 
subsidiary over the tax cost of the net assets of the subsidiary. That amount of the excess 
cannot be increased by having the subsidiary pay dividends to the parent prior to the 
winding-up in order to reduce the tax cost of its net assets. If the aggregate liabilities and 
reserves Claimed by the subsidiary exceed the tax cost of its assets, there may be insufficient 
bump room. For example, assume the subsidiary's only assets are shares of another 
subsidiary (Subco). In addition, the parent acquired the shares of subsidiary for $100, the 
subsidiary has $50 of third party debt, the tax cost of the Subco shares to subsidiary is $30, 
and the fair market value of the shares of Subco is $150. In these circumstances, the total 
bump room will be $100 (i.e., the parent's tax cost in the shares of the subsidiary ($100) less 
the amount (if any) by which the tax cost of the subsidiary's assets ($30) exceeds the amount 
of the subsidiary's debt ($50)). As such, the tax cost of the Subco shares could only be 
bumped by $100 to a maximum of $130 (being $20 less than the fair market value of these 
shares). However, planning could be undertaken before the bump transactions are 
implemented to address this. 


The amount of the excess calculated under section 88(1)(d) (i.e., the total bump room) must 
be designated by the parent as being attributable to one or more non-depreciable capital 
properties. This designation must be made in its tax return for the taxation year in which the 


subsidiary was wound-up.42 


There are limits on the amount that a particular non-depreciable capital property can be 
bumped which are as follows: 


(1) The amount designated in respect of any particular non-depreciable capital 
property cannot exceed the excess of the fair market value of the property at the 
time that the parent last acquired control of the subsidiary over the greater of the 
cost amount of the property to the subsidiary at the time the parent last acquired 
control of the subsidiary and the cost amount to the subsidiary of the property 
immediately before the winding-up: section 88(1)(d)(ii). In addition, the available 
bump in respect of any particular property that is shares of a foreign affiliate is 
reduced by a "prescribed amount" which is discussed below. 


(2) The amount that can be designated in respect of an interest in a partnership is 
reduced to the extent the accrued gain in the partnership interest is attributable to 
property other than non-depreciable capital property — specifically, for the purposes 
of (1) above, the fair market value of the partnership interest at the time the parent 
last acquired control of the subsidiary is reduced to the extent that the difference 
between the fair market value of the partnership interest at that time and its cost 
amount is attributable to the total inherent gain in property (other than non- 
depreciable capital property) that is held by the partnership directly or indirectly 


through one or more other partnerships: section 88(1)(d)(ii.1). In addition, section 
88(1)(e) contains an anti-avoidance rule that can reduce the available bump room in 
respect of a partnership interest where property is transferred to the partnership on 
a tax-deferred basis on or before the acquisition of control by the parent of the 
subsidiary. 


As mentioned above, the available bump room in respect of the cost of foreign affiliate 
shares of the subsidiary is reduced by a prescribed amount.1& 


Pursuant to Regulation 5905(5.4), the prescribed amount is the tax-free surplus balance! of 
the foreign affiliate at the time the parent acquired control of the subsidiary. As a result, 
where the foreign affiliate has a tax-free surplus balance, the amount that the cost of the 
shares of the foreign affiliate can be bumped will be reduced by the amount of the tax-free 
surplus balance. 


For example, assume a Canadian corporation (parent) acquires the shares of another 
Canadian corporation (the subsidiary) for $50 in cash. The subsidiary has one subsidiary 
that is a foreign affiliate (FA). The subsidiary has an adjusted cost base in the FA shares of 
$40, the fair market value of the shares is $50 and FA has a tax-free surplus of $10. 


Under section 88(1)(d)(ii), no bump will be available in respect of the cost of the FA shares as 
the total of the cost amount to the subsidiary of the FA shares and FA's tax-free surplus 
balance will equal the fair market value of the FA shares. 


If there is intention to dispose of the FA shares, an election can be made under section 93 to 
convert a portion of the proceeds from the disposition of the FA shares into a dividend paid 
by FA. The purpose of the election would be to convert the capital gain that would otherwise 
be realized into a tax-free dividend out of exempt surplus or taxable surplus. 


Presumably, the thinking behind this is that a tax-free surplus balance is equivalent to cost in 
the foreign affiliate shares because of the ability to make a section 93 election upon the 
disposition of such shares. However, the bump limitation may present practical issues in that 
many taxpayers do not have accurate and/or up-to-date exempt and taxable surplus 
calculations and this will make it very difficult for a purchaser to determine the appropriate 
amount for the section 88(1)(d) bump designation and the section 93 election. It is noted 
that section 93(5.1) provides for an ability to amend a section 93 election (albeit at the 
minister's discretion) and section 88(1.8) provides the ability to amend a bump designation 
under section 88(1)(d) in respect of shares of a foreign affiliate provided the taxpayer made 
reasonable efforts to determine the tax-free surplus balance and the minister determines it 
is just and equitable to do so. 


In addition, in CRA Document 2011-0404521C6, the CRA stated that it will not challenge a 
bump designation in respect of shares of a foreign affiliate by raising an issue with the 
calculation (or lack thereof) of the tax-free surplus balance in circumstances where: (i) a 
foreign parent forms a Canadian corporation; (ii) the Canadian corporation acquires all of 
the issued and outstanding shares of a Canadian target from persons dealing at arm's length 
with the foreign parent and the Canadian corporate buyer; (iii) shortly after the acquisition a 
reorganization is undertaken whereby the Canadian target is wound-up and all of the shares 
of the foreign affiliate that are received by the Canadian corporate buyer on the wind-up are 


transferred to the foreign parent on a reduction of the paid-up capital of the Canadian 
corporate buyer. 


(iii) Rules for Determining When Control Last Acquired 


In determining when a parent last acquired control of a subsidiary, for the purposes of 
sections 88(1)(c) and (d), special rules apply: section 88(1)(d.2). Where control of a 
corporation is acquired by a parent from a person or group of persons (the vendor) with 
whom the parent was not dealing at arm's length (otherwise than solely because of a section 
251(5)(b) right) the parent is deemed to have last acquired control of the subsidiary at the 
earlier of: (i) the time the vendor last acquired control of the subsidiary (control for these 
purposes has the extended meaning of control in section 186(2), that is ownership of more 
than 50% of issued share capital (having full voting rights under all circumstances) by the 
vendor, either alone or together with persons whom the vendor does not deal at arm's 
length); and (ii) the time at which the vendor was deemed for the purpose of section 88(1) 
(d.2) to have last acquired control of the subsidiary. Therefore, section 88(1)(d.2) operates to 
prevent non-arm's length transfers in order to obtain a current acquisition of control for 


purposes of measuring fair market value.18 


Section 88(1)(d.3) provides that, for the purposes of sections 88(1)(c), (d) and (d.2), where at 
any time control of a corporation is last acquired because of an acquisition of shares of the 
corporation as a consequence of the death of an individual, the acquirer is deemed to have 
last acquired control of the corporation immediately after the death from a person who dealt 
at arm's length with the acquirer. The CRA has stated that the tax policy of sections 88(1) 
(d.2) and (d.3) is to treat an acquisition of control of a subsidiary corporation that arises 
because of an acquisition of shares of the corporation as a consequence of the death of an 
individual in a similar manner to that of an acquisition of control of a corporation that arises 


on an arm's length takeover of the corporation.!2 For example, consider the following facts: 


At the time of an individual's death the individual holds all the shares of a Canadian corporation (the 
"Subsidiary") and the Subsidiary holds non-depreciable capital property (the "Property") with a fair 
market value greater than the adjusted cost base of the Property. Pursuant to section 70(5) there will be a 
deemed disposition of the shares of the Subsidiary on the individual's death and the estate will acquire 
such shares with an adjusted cost base equal to such fair market value. The estate transfers the shares of 
the Subsidiary to a new Canadian corporation (the "Parent") in consideration for shares of the Parent. The 
Subsidiary is wound-up into the Parent and the Parent makes a designation under section 88(1)(d) to 
increase or bump the tax cost of the Property. 


By virtue of the operation of sections 88(1)(d.2) and (d.3), Parent would be deemed to have 
last acquired control of the Subsidiary immediately after the death of the individual.22 


Also see the discussion below in respect of sections 88(1.7) and 88(4) which provide further 
rules that apply in certain circumstances for the purposes of determining when control of 
the subsidiary was acquired. 


(iv) Section 88(1.7) 


Section 88(1.7) provides that for the purposes of sections 88(1)(c) and (d), where a parent of 
a subsidiary did not deal at arm's length with another person (other than a corporation the 
control of which was acquired by the parent from a person with whom the parent dealt at 


arm's length) at any time before the winding-up of the subsidiary, the parent and the other 
person are deemed never to have dealt with each other at arm's length, whether or not the 
parent and the other person coexisted. The CRA has stated that the exception in the 
parenthetical can also apply where shares of a public corporation are purchased from a 
large number of shareholders, none of which have a controlling interest: see CRA Document 
2011-0418971E5, dated November 21, 2011. 


As noted above, property that is ineligible for the bump includes property acquired by the 
subsidiary from the parent or any person or partnership that was not dealing at arm's length 
with the parent (other than by virtue of a section 251(5)(b) right): section 88(1)(c)(v). In 
Advance Tax Ruling, CRA Document 2006-0212691R3,24 the CRA considered the 
circumstances where a taxable Canadian corporation (the subsidiary) transferred property 
to a newly formed partnership on a rollover basis in exchange for partnership units. The 
shares of the subsidiary were subsequently acquired by another taxable Canadian 
corporation (the parent). The subsidiary was to be wound-up into the parent and the parent 
was intending to bump the tax cost of the partnerships units. The CRA was asked to rule that 
the partnership units were not ineligible property for the purposes of the bump. The concern 
was that section 88(1.7) would deem the parent and the partnership to have never dealt at 
arm's length. If this was the case, the subsidiary would have acquired the partnership units 
from a person or partnership that dealt at non-arm's length with the parent and, accordingly, 
the partnership units would be ineligible property described in section 88(1)(c)(v). The CRA 
ruled favourably by pointing out: 


Subparagraph 88(1)(c)(v) specifically includes a reference to the acquisition of property from a "person 
or a partnership," but subsection 88(1.7) does not contain the same language. 


The CRA's conclusion is correct. A partnership is not a person for the purposes of the Act 
except where it is deemed to be a person for specified purposes. For example, for the 
purposes of determining the income of the partners from a partnership, section 96(1)(a) 
requires the income of a partnership to be computed as if the partnership were a separate 
person. There is no deeming provision that would deem a partnership to be a person for the 
purposes of section 88(1.7). 


However, consider the situation where a taxable Canadian corporation (Subsidiary) 
transferred property to a wholly-owned subsidiary (Subco) on a rollover basis in exchange 
for shares of Subco. The shares of Subsidiary are subsequently acquired by another taxable 
Canadian corporation (Buyco). Buyco transfers the shares to a wholly-owned taxable 
Canadian corporation (Parent). Subsidiary is wound-up into Parent, and Parent seeks to 
bump the tax cost of the Subco shares. Section 88(1.7) would deem Parent and Subco to 
have never dealt at arm's length. If this is the case, Subsidiary acquired the Subco shares 
from a person that dealt at non-arm's length with Parent and, accordingly, the Subco shares 
are ineligible property described in section 88(1)(c)(v). (If Buyco had wound-up Subsidiary 
and sought the bump in respect of the tax cost of the Subco shares, this concern would not 
arise. This is because section 88(1.7) excludes from the deeming provision "a corporation 
the control of which was acquired by Parent from a person with whom the parent dealt at 
arm's length." At the time Buyco acquires the shares of Subsidiary, it should also be 
considered to have acquired the control of Subco.22 As a result, provided Buyco acquired the 
shares of Subsidiary from an arm's length person, section 88(1.7) should not apply to deem 


Buyco to have always been at non-arm's length with Subco.) 


In Technical Interpretation, CRA Document 2007-0243261C6,22 the CRA discussed a similar 
issue that can occur in the calculation of the total available bump room as a result of section 
88(1.7): 


. . .Let us take the example where a particular corporation ("Targetco") would own a wholly-owned 
subsidiary ("Subco1"). Subcol would also own a wholly-owned subsidiary ("Subco2"). Finally, Subco2 
would own capital assets whose cost could be bumped up pursuant to paragraphs 88(1)(c) and (d) of the 
ITA. A person dealing at arm's length with Targetco's corporate group ("Buyerco") would acquire all of 
the shares of the capital stock of Targetco. However, before the acquisition of control of Targetco by 
Buyerco, Subco2 would have paid taxable dividends to Subco1, and Subcol would have paid taxable 
dividends to Targetco. 


According to a first scenario, Buyerco would transfer the shares of the capital stock of Targetco to a newly 
created corporation ("Newco"). To begin with, Targetco would be wound-up into Newco pursuant to 
subsection 88(1) of the ITA and Newco would designate an amount in order to bump the tax cost of the 
shares of the capital stock of Subcol. Subcol would then be wound-up into Newco pursuant to subsection 
88(1) of the ITA and Newco would designate an amount in order to bump the tax cost of the shares of the 
capital stock of Subco2. Finally, Subco2 would be wound-up into Newco pursuant to subsection 88(1) of 
the ITA and Newco would designate an amount in order to bump the tax cost of certain capital property. 


In this first scenario, we are of the opinion that the dividends paid by Subcol to Targetco would be 
technically subject to subparagraph 88(1)(d)(i.1) of the ITA with respect to the winding-up of Subcol into 
Newco; this would reduce the amount of the bump-up of the tax cost of the shares of the capital stock of 
Subco2. This result would be due to the terms of subsection 88(1.7) of the ITA which states that Newco 
(the parent) and Targetco would be deemed to have dealt with each other at non-arm's length at the time 
the dividends were paid. Similarly, the dividends paid by Subco2 to Subcol1 would technically fall under 
subparagraph 88(1)(d)(i.1) of the ITA with respect to the winding-up of Subco2 into Newco; this would 
reduce the amount of the bump-up of the tax cost of the capital property held by Subco2 at the time of the 
winding-up. In this respect, it should be noted that the exception to the application of subsection 88(1.7) 
of the ITA, provided between the brackets in this subsection, would not be technically applicable since the 
control of Targetco and Subcol would have been acquired by Newco from Buyerco, a person with whom 
Newco did not deal at arm's length. In our view, in the situation described above, the terms of 
subparagraph 88(1)(d)(i.1) of the ITA and subsection 88(1.7) of the ITA do not allow another 
interpretation. Furthermore, the CRA did not establish and does not plan to establish an administrative 
policy which would allow one to ignore the impact of subparagraph 88(1)(d)(i.1) of the ITA and subsection 
88(1.7) of the ITA in such circumstances. Technical Interpretation no. E 9513425 of October 23, 1995, 
issued by the CRA, can be referred to with respect to the preceding comments. 


In closing, it should be noted that the problem described above would not exist to the extent that Buyerco 
would keep the shares of the capital stock of Targetco, instead of transferring them to Newco. In fact, in 
such a scenario, the exception to the application of subsection 88(1.7) of the ITA, provided between the 
brackets in this subsection, would be applicable since the control of Targetco and Subcol would have 
been acquired by Buyerco from a person with whom it dealt at arm's length. Consequently, Buyerco (the 
parent in the second scenario) and Targetco/Subco1 would not have dealt, and would not be deemed to 
have dealt with each other at non-arm's length at the time the dividend was paid. Technical Interpretation 
no. E9028895 of May 21, 1991, issued by the CRA, can be referred to with respect to the preceding 
comments. 


(v) Section 88(4) 


Section 88(4) provides, for the purposes of sections 88(1)(c), (c.2), (d), and (d.2) (and stated, 
for greater certainty, to apply for the purposes of sections 88(1)(c.3) to (c.8) and (d.3)), with 
one exception, control is deemed not to have been acquired by virtue of an amalgamation 
(section 88(4)(a)) and any corporation formed as a result of any amalgamation is deemed to 


be the same corporation as, and a continuation of, each predecessor corporation (section 
88(4)(b)). Accordingly, when a subsidiary of a predecessor corporation becomes a subsidiary 
of the amalgamated corporation, control of the subsidiary will be treated as having been 
acquired at the time that the predecessor corporation acquired control. 


The exception arises in the case of an amalgamation described in section 87(9). In such case, 
control of a predecessor corporation that was not controlled by the parent prior to the 
amalgamation is deemed to have been acquired by the parent immediately prior to the 
amalgamation: section 88(4)(c). 


There are a number of interpretive issues that arise with respect to section 88(4). For 
example, in the case where a bump is sought by virtue of an amalgamation to which section 
87(11) applies, the question arises as to whether section 88(4) is applicable to deem the new 
amalgamated corporation to be the same corporation as its predecessors. This issue arises 
in the wording of section 87(11), which only cross-references sections 88(1) and (1.7) and 
not section 88(4). The fact that there is a cross-reference to section 88(1.7), an interpretive 
provision relevant to the interpretation of section 88(1), but no cross-reference to section 
88(4), another interpretive provision relevant to the interpretation of section 88(1), may 
suggest that the drafters intended that section 88(4) not apply to a bump effected by virtue 
of section 87(11)(b). However, this was likely not the intention of the drafters of section 
87(11)(b)—the purpose of section 87(11) is to put vertical amalgamations on the same "tax 
footing" as winding-ups. It would be an anomalous result not to interpret section 88(4) as 
applying to vertical amalgamations. Indeed, in Technical Interpretation, CRA Document 
2002-0130715,24 the CRA confirmed that, in its view, section 88(4) does in fact apply toa 
section 87(11)(b) bump. 


Another interpretive issue is whether section 88(4) allows the tests in the bump provisions 
(including the tests relevant in ascertaining whether the "subsidiary" has owned the 
property to be bumped continuously since the last time control was acquired) to be satisfied 
by any predecessor corporation, or must the relevant tests be satisfied by all predecessor 
corporations? For example, assume a taxable Canadian corporation (Parent) acquires all the 
issued and outstanding shares of another taxable Canadian corporation (Target) for cash 
consideration. After the acquisition, Target and its wholly-owned subsidiary (Subco) are 
amalgamated to form "Amalco." Parent subsequently winds-up Amalco and seeks to bump 
the tax cost of the non-depreciable capital Property of Amalco, which was property of Subco 
at the time control of target was acquired by Parent. Section 88(4) deems Amalco to be the 
same corporation as each predecessor, but if Amalco is deemed to be the same corporation 
as Target, then Target did not own the property to be bumped at all times after Parent 
acquired control of Target. In other words, is it sufficient that only one of the predecessor 
corporations meets the test? 


The provision, on its face, appears to be capable of either interpretation. However, the 
correct view is that the combination of sections 88(1)(c) and 88(4)(b) allows the bump if any 
predecessor corporation satisfies the relevant tests. This conclusion is supported by the fact 
that if "the subsidiary" does not refer to any predecessor corporation, the relevant tests 
would have no sensible meaning. That is, the same property cannot be simultaneously held 
by different persons (i.e., each predecessor corporation). It appears that the CRA agrees 


with this interpretation: see Advance Tax Ruling, CRA Document 2007-0240271R3.22 This 


ruling is discussed below at §9.2.2(e)(ii) in the context of the interaction of section 88(4) and 
the specified shareholder definition in section 88(1)(c.2). 


FOOTNOTES 


10 nated July 13, 1990. 
11)ated November 14, 2002. 


12C¢¢ Vineland Quarries & Crushed Stone Ltd. v. Minister of National Revenue, 1966 CarswellNat 
258, [1966] C.T.C. 69, 66 D.T.C. 5092 (Can. Ex. Ct.), affirmed 1967 CarswellNat 418, 67 D.T.C. 


5283 (S.C.C.). 


13 For this purpose, a leasehold interest in a depreciable property and an option to acquire a 
depreciable property are depreciable property: s. 88(1)(c.7). 


141) Technical Interpretation, CRA Document 2008-0302421E5, dated December 22, 2008, the 
CRA stated that the "cost amount" of a partnership interest cannot be negative for the purposes 
of s. 88(1)(d)(i). 


15 where a bump is effected by a vertical amalgamation to which section 87(11) applies, the bump 


designation should be made in the tax return of the amalgamated entity for its first taxation 
year: Technical Interpretation, CRA Document 9909265, dated June 23, 1999. Prior to the 
enactment of subsection 88(1.8) (discussed below), the CRA stated in CRA Document 2009- 
0323661E5, dated the December 15, 2009, there is technically no provision in the ITA that 
allows a taxpayer to late file or amend a designation but: 


. .n certain circumstances, the CRA would administratively accept a late-filed paragraph 
88(1)(d) designation provided that: 


1) the parent (or the amalgamated entity where subsection 87(11) is applicable) agrees to 
allocate the "bump amount", computed under paragraph 88(1)(d), on a pro rata basis 
amongst all capital properties that are eligible to an increase in their cost amount, subject 
to the maximum bump that is allowed under subparagraph 88(1)(d)(ii); or, 


2) the parent (or the amalgamated entity where subsection 87(11) is applicable) accepts 
the CRA's discretionary allocation of the bump amount amongst any eligible properties. 


Furthermore, the CRA would also permit, on an administrative basis, a parent (or the 
amalgamated entity where subsection 87(11) is applicable) to amend a designation 


previously filed in accordance with paragraph 88(1)(d), in very limited circumstances. For 
example, where the CRA would not be in agreement with the total bump amount calculated 
by the parent (or the amalgamated entity where subsection 87(11) is applicable) pursuant 
to paragraph 88(1)(d) or with the parent's allocation of the bump amount to a specific 
eligible capital property pursuant to subparagraph 88(1)(d)(ii), the CRA may permit the 
corporation to amend a previously filed designation. The CRA may also permit a parent (or 
the amalgamated entity where subsection 87(11) is applicable) to file an amended 
designation where the parent (or the amalgamated entity) would notify the CRA in writing 
that certain bona fide errors would have been made in the calculation or allocation of the 
bump amount in the original designation, filed in accordance with 88(1)(d). 


16The bump room is also reduced in respect of an interest in a partnership that holds shares of a 
foreign affiliate of the subsidiary. To simplify the discussion below, the discussion does not 
repeat the aspects of the rules also applicable to such partnership interests. 


17 1¢ the foreign affiliate is not wholly-owned, the tax-free surplus is multiplied by the subsidiary's 
surplus entitlement percentage. 


18kor limited purposes, section 256(7) provides that a control of a particular corporation is 
deemed not to have been acquired solely because of the acquisition of shares of any corporation 
by a person who acquired the shares from a related person (other than by virtue of section 
251(5)(b) rights) immediately before that time. However, section 256(7) does not apply for the 
purposes of section 88(1). 
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9.2 Winding-up of Resident Corporation Where Section 88(1) Applies 
9.2.2 Rules Applicable to the Parent 
(e) The Bump Denial Rule 


(e) The Bump Denial Rule 


As discussed at §9.2.2(d), the bump is not available in respect of ineligible property as 
described in sections 88(1)(c)(iii) to (vi). Ineligible property described in sections 88(1)(c) 
(iii) to (v) is discussed above at §9.2.2(d)(i). 


The last category of ineligible property includes all property that is distributed to the parent 
on the winding-up if as part of the series of transactions or events that includes the winding- 
up: (i) the parent acquired control of the subsidiary; and (ii) "prohibited property" is 
acquired by a "prohibited person": section 88(1)(c)(vi). Accordingly, this last category of 
ineligible property is often referred to as the "bump denial rule." 


The purpose of the bump denial rule is not to allow a bump to achieve a "backdoor purchase 
butterfly," which would offend the policy of the butterfly rules in section 55. The Department 


of Finance Technical Notes2® that accompanied the introduction of the bump denial rule 
provided the following explanation of the purpose of such rules: 


The fourth type of property is added in order to prevent taxpayers from circumventing the restrictions 
against purchase butterfly reorganizations set out in subsection 55(3.1) by means of a series of 
transactions that effectively result in a sale of part of a corporation's assets to an arm's length corporate 
purchaser on a tax-deferred basis as illustrated by the following example. 


Example 


An individual, Ms. A, owns all of the shares of the capital stock of a corporation (Opco) that wishes to 
retain its wholesale division but wishes to sell its retail division to an arm's length purchaser (Buyco). 
New subsections 55(3.1) to (3.3) prevent the transfer of the assets of the retail division to Buyco on a tax- 
deferred basis. Ms. A and Buyco therefore structure the transaction as follows: 


Step 1: Opco transfers, on a tax-deferred basis under section 85, all of the business and assets of the 
wholesale division to a newly incorporated subsidiary of Opco (Subco) in exchange for shares of the 
capital stock of Subco. 


Step 2: Ms. A sells all of her shares of Opco to Buyco. 


Step 3: Buyco causes Opco to be wound up. The winding-up occurs on a tax-deferred basis under 
subsection 88(1). Buyco makes a designation under existing paragraph 88(1)(d) in respect of the shares 
of Subco distributed to Buyco on the winding-up, thereby increasing the adjusted cost base of those 
shares to their fair market value. 


Step 4: Ms. A purchases the shares of Subco from Buyco at fair market value but, because of the increase 
in their adjusted cost base, these is no taxable gain. 


Result: The business and assets of the retail division would, under the existing rules, have effectively 
been sold to Buyco on a tax-deferred basis. However, under paragraph 88(1)(c) as amended, Buyco would 
not obtain an increase in the adjusted cost base of its shares of Subco prior to the sale of those shares 
back to Ms. A. 


The new rules prevent the parent corporation from obtaining an increase in the adjusted cost base of a 
property distributed to it on the winding-up of its subsidiary where one or more persons (other than 
specified persons) who had a significant interest in the subsidiary before the parent last acquired control 
of the subsidiary acquire, directly or indirectly, a significant interest in the property after the winding-up. 


The concepts of prohibited persons and prohibited property are discussed below. For a 
discussion of the meaning of the phrase series of transactions, see §8.2.2(b). 


Amendments contained in Bill C-4 (which received royal assent on December 12, 201322) 
addressed a number of technical anomalies in the bump denial rule, which were the subject 
of numerous comfort letters dating back many years. The technical anomalies that arose 
prior to the enactment of Bill C-4 are not discussed below. 


(i) Prohibited Persons 


For purposes of section 88(1)(c)(vi), the following persons are considered "prohibited 
persons": 


(a) a specified shareholder of the subsidiary at any time during the series and before 
control of the subsidiary was last acquired by the parent (a "single prohibited 
person"); 


(b) two or more persons, where if all the shares held by such persons at a particular 
time during the series were held by a hypothetical person at that time, that 
hypothetical person would be a specified shareholder of the subsidiary at that time 
and before control of the subsidiary was last acquired by the parent (a "joint 
prohibited person"); and 


(c) a corporation (other than the subsidiary) where: 


(i) a single prohibited person was, at any time during the series and after control 
of the subsidiary was last acquired by the parent, a specified shareholder of the 
corporation; or 


(ii) a hypothetical person would be, at any time during the series and after 
control was last acquired by the parent, a specified shareholder of the 
corporation if all of the shares of the corporation held at that time by each joint 
prohibited person and acquired as part of the series were held by the 


hypothetical person.28 
(each a "corporate prohibited person") 


Excluded from prohibited persons is a specified person (as defined in section 88(1)(c.2)). The 
definitions of specified person and specified shareholder are discussed below. 


The concept of joint prohibited person aggregates the shareholdings of every person that 
during the series of transactions was a shareholder of the subsidiary before control of the 


subsidiary was last acquired by the parent. Accordingly, in determining whether the bump 
will be denied by virtue of a joint prohibited person acquiring prohibited property, it is 
necessary to aggregate the shareholdings of every person that during the series of 
transactions: (i) was a shareholder of the subsidiary at a particular time before control of the 
subsidiary was last acquired by the parent; and (ii) acquired prohibited property. As 
discussed below, a specified shareholder includes a person that owns 10% or more of any 
class or series of shares of the subsidiary. Therefore, where former shareholders of the 
subsidiary that at a particular time during the series collectively held 10% or more of a class 
or series of shares of the subsidiary acquire prohibited property as part of the series of 
transactions, these shareholders would constitute a joint prohibited person and the bump 
would be denied. The concept of prohibited property is discussed below. 


(ii) Specified Persons and Specified Shareholders 


Excluded from the concept of prohibited persons is a "specified person" (as defined in 
section 88(1)(c.2)). The term specified person is defined in section 88(1)(c.2) to mean: 


(1) the parent: 


(2) each person that is related to the parent otherwise than by virtue of a section 
251(5)(b) right;22 and 


(3) if the time is before the incorporation of the parent, each person who is related to 
the parent throughout the period beginning on the incorporation of the parent and 
ending on the winding-up of the subsidiary. 


Where it reasonably may be considered that one of the main purposes of one or more 
transactions or events is to cause a person to be related to the parent so as to avoid 
ineligible property characterization (i.e., to avoid the bump being denied), the person is 
deemed not to be related to the parent. 


The definition of "specified shareholder" in section 248(1) is modified by section 88(1)(c.2) 
(iii), for the purposes of sections 88(1)(c)(vi) and 88(1)(c.2). As modified, a specified 
shareholder of a particular corporation is a shareholder who owns, directly or indirectly, not 


less than 10% of the shares of any class or series22 of: 
(a) the particular corporation; or 


(b) a corporation that is related to the particular corporation and that has a 
significant direct or indirect interest in any issued shares of the particular 
corporation. 


For purposes of determining whether a person is a specified shareholder of a corporation: 
(a) a corporation is deemed not to be a specified shareholder of itself; 


(b) a person is deemed to own each share of a corporation owned at that time by a 
person with whom the taxpayer does not deal at arm's length except that: (i) a 
corporation controlled by another corporation is not deemed to own shares of that 
other corporation unless the corporation has a direct or indirect interest in any 


shares of that other corporation (i.e., a subsidiary is not deemed to own shares of its 
parent); and (ii) this deeming provision does not apply in respect of any share of the 
subsidiary that would otherwise be deemed to be owned by the person because of a 
section 251(5)(b) right to acquire shares of a corporation controlled by the 
subsidiary that does not have a direct or indirect interest in any shares of the 
subsidiary; 


(c) each beneficiary of a trust is deemed to own its proportionate share (determined 
on a fair market value basis) of the shares owned by the trust; 


(d) a beneficiary of a discretionary trust is deemed to own all of the shares held by 
the discretionary trust; and 


(e) each member of a partnership is deemed to own its proportionate share 
(determined on a fair market value basis) of the shares owned by the partnership.21 


In determining the scope of "owns, directly or indirectly" in the specified shareholder 
definition, it is useful to consider the Supreme Court of Canada's decision in Army & Navy 
Department Store v. Minister of National Revenue.22 The Court considered two issues: 
whether a corporation (W) was related to its two shareholders, corporations A and S, each of 
whom owned 50% of the shares of W and whether A and S were related to each other. A was 
owned by two brothers and their brother-in-law and S was owned by the same two brothers 
and the son of one of them. The Court concluded that A and S were related persons. 
However, under the law as it then read, W would be related to each of A and S only if it could 
be said that 70% or more of the issued shares of each of them was owned directly or 
indirectly by persons not dealing with each other at arm's length and one of whom owned 
directly or indirectly one or more of the shares of each of them. Locke J. (with whom 
Taschereau and Fauteux JJ. concurred) concluded that W was not related to A and S because 
neither A nor S held shares in the other. In a separate judgment, Cartwright J. also 
concluded they were not related but on the basis that shareholders do not have any direct or 
indirect ownership (or property interest) in the property of a corporation of which they are a 
shareholder so that the individual shareholders of each of A and S could not be considered to 
indirectly own the shares of W and, as such, the 70% ownership threshold could not be 


satisfied.22 Nonetheless, some meaning should be given to the reference to "owns 
indirectly" in the specified shareholder definition. Given that the definition specifically deals 
with interest in shares enjoyed as a beneficiary of a trust or as a member of a partnership, a 
court today may conclude that, in this context, a shareholder of a parent corporation 
indirectly owns a pro rata share of the shares of a subsidiary of the parent corporation, but 
there is significant doubt in this regard. In the context of section 88(1)(c.2)(iii), the definition 
in section 248(1) is further modified by the addition of the phrase "and that has a significant 
direct or indirect interest" in the particular corporation. Arguably "significant direct or 
indirect interest" has a broader scope than "owns, directly or indirectly." For example, 
consider the situation where a person is a shareholder of a corporation (Topco) that owns all 
the issued shares of another corporation (Parent). Furthermore, assume Parent owns all the 
shares of the particular corporation (Subsidiary). In these circumstances, the shareholder 
arguably does not own, directly or indirectly, the shares of Subsidiary for the purposes of the 
specified shareholder definition. However, the shareholder owns shares of Topco which, it 
may be argued, has a direct or indirect interest in the issued shares of Subsidiary by virtue 


of holding shares of Parent but, again, there some doubt as to whether this argument would 
prevail as the comments in the Army and Navy case still have some relevance. 


For the purposes of sections 88(1)(c.2) (the definitions of specified person and specified 
shareholder) and 88(1)(c)(vi) (the bump denial rule), where at any time property is owned or 
acquired by a trust or partnership: 


(a) the trust or partnership, as the case may be, is deemed to be a corporation having 
one class of issued shares with full voting rights under all circumstances; 


(b) each member of the partnership or beneficiary under the trust, as the case may 
be, is deemed to own at any time a proportionate number (determined on the basis 
of the fair market value of their interest in the partnership or trust, as the case may 
be) of the issued shares of the corporation; and 


(c) the property is deemed to have been owned or acquired at that time by the 
corporation. 


In determining whether a person is a specified shareholder it is unclear how these rules in 
section 88(1)(c.2)(ii) interact with the deemed attribution rules in the specified shareholder 
definition described above. That is, section 88(1)(c.2)(ii) deems the partnership or trust to be 
a corporation and the corporation to own the relevant property while the specified 
shareholder attribution rules deem the shares of a corporation held by the partnership or 
trust to be held by the members of the partnership or trust, as the case may be. In the case of 
a trust, the analysis is even more complicated in light of section 104(1). Section 104(1) 
provides that a reference to a trust shall, unless the context otherwise requires, be read to 
include a reference to the trustee. 


It is also noted that additional care must be taken in structuring transactions in which the 
bump is sought by joint venture partners. For example, consider the situation where joint 
venture partners incorporate a taxable Canadian corporation (Parent) which enters into an 
agreement to acquire the shares of another taxable Canadian corporation (Subsidiary), and 
it is intended that, after the shares of Subsidiary are acquired, Subsidiary be wound-up to 
achieve a bump of the tax cost of Subsidiary's non-depreciable capital property. 
Furthermore, assume that Parent will subscribe for preferred shares in Subsidiary prior to 
acquiring the common shares of Subsidiary. The purpose of the subscription of the preferred 
shares would be to provide Subsidiary with interim funding for the takeover, for the cash-out 
of stock options and/or to repay third party financing that would otherwise prohibit a pre- 
closing reorganization by Subsidiary. Parent would be a specified person and thus its 
acquisition of prohibited property is not an issue. However, if the joint venture partners are 
50-50 partners, neither of them will be a specified person. If one of the partners is a majority 
partner, the minority partner would not be a specified person. Pursuant to the definition of 
specified shareholder above, one or both of the joint venture partners (only one where there 
is a majority partner) would be specified shareholders prior to the acquisition of control of 
Subsidiary where Parent has a right to acquire the common shares of Subsidiary. That is, the 
definition of specified shareholder includes a shareholder that holds 10% or more of the 
shares of a corporation (Parent) that is related to Subsidiary (which would be the case in 
these facts as a result of Parent's section 251(5)(b) rights) and that has a significant direct or 
indirect interest in shares of Subsidiary (which, depending on what constitutes significant, 


could be the case as a result of Parent holding the preferred shares of Subsidiary — the 
carve-out for debt-like preferred shares in section 88(1)(c.8) is not relevant for this 
purpose). After the acquisition of control and winding-up of Subsidiary, the Parent shares 
will be prohibited property (as described below). Accordingly, the bump would be denied on 
the basis that a prohibited person (a specified shareholder of Subsidiary prior to the 
acquisition of control, being one or both of joint venture partners) acquired prohibited 
property (being the shares of Parent) as part of the series of transactions. 


(iii) Prohibited Property 
The following property is considered prohibited property: 


(a) property actually distributed to the parent on the winding-up of the subsidiary 
("distributed property") 34 and 

(b) property acquired by any person "in substitution" for distributed property 
("substituted property"). 


Section 88(1)(c.2)(iv) excludes from distributed property, property acquired by a person that 
is distributed to the parent on the winding-up of the subsidiary if the person acquired the 
property before the acquisition of control of the subsidiary and the property is not owned by 
the person at any time after that acquisition of control. 


There are three types of substituted property: 


(i) property acquired "in substitution" for distributed property ("real substituted 
property") within the ordinary meaning of these terms: section 88(1)(c)(vi); 


(ii) property owned by a prohibited person after the last time the parent acquired 
control of the subsidiary, more than 10% of the fair market value of which is, at that 
time, attributable to distributed property except for "specified property" (as defined 
in section 88(1)(c.4)) ("attributable substituted property"): section 88(1)(c.3)(i); and 


(iii) property owned by a prohibited person after the parent acquired control of the 
subsidiary, the fair market value of which is at that time determinable primarily by 
reference to the fair market value of, or to any proceeds from a disposition of, 
distributed property ("determinable substituted property"): section 88(1)(c.3)(ii). 


The following property is excluded from substituted property: 
(a) money: section 88(1)(c.3)(iii);32 


(b) property that was not owned by the person at any time after the parent acquired 
control of the subsidiary: section 88(1)(c.3)(iv); 


(c) property that would be attributable substituted property if the only reason such 
property would be attributable substituted property is because a specified property 
(as described below) that was shares or indebtedness was received in consideration 
for the acquisition of a share of the subsidiary: section 88(1)(c.3)(v); 


(d) a share or debt of the subsidiary that was owned by the parent immediately prior 


to the winding-up of the subsidiary: section 88(1)(c.3)(vi); and 


(e) a share or debt of a corporation, if the fair market value of the share or debt was 
not at any time after the beginning of the winding-up of the subsidiary wholly or 
partly attributable to property distributed to the parent on the winding-up: section 
88(1)(c.3)(vii). 


For the purposes of section 88(1)(c.3) and notwithstanding section 256(9), where control of 
a corporation is acquired by way of articles of arrangement, that control is deemed to have 
been acquired at the end of the day on which the arrangement becomes effective: section 
88(1)(c.6). Because of this rule, in certain circumstances, an acquisition of a subsidiary by 
way of plan of arrangement will be preferable where a bump is sought. 


Each of the three types of specified property is discussed below. 
(iv) Real Substituted Property 


Real substituted property is property acquired "in substitution" for distributed property 
within the ordinary meaning of these terms, except property that is excluded from being 
substituted property by virtue of sections 88(1)(c.3)(iii) to (vii) (as described above). Based 
on the CRA's interpretation, where distributed property is given by a person in consideration 
for another property, the distributed property must have been owned by the person for the 
property received in exchange to be considered real substituted property in respect of that 
person. 


In Technical Interpretation, CRA Document 9232605,2© the CRA stated that for one property 
to be considered substituted for another property, there would have to be a disposition of the 
former property and an acquisition of the new property in exchange for the former property. 
The CRA appeared to apply this position in Technical Interpretation, CRA Document 
9821355,24 where it stated that property received by a corporation on the issuance of its 
shares would not be property acquired by the corporation in substitution for the shares as 
the shares were never owned by the corporation. (Although to the recipient of the shares, 
the shares would be substituted property.) The facts in this technical interpretation assumed 
that all the shares of a taxable Canadian corporation (Subsidiary) were owned by another 
corporation (Xco) and that Subsidiary owned a depreciable capital property (the Property). 
Subsidiary transferred the Property to a wholly-owned subsidiary corporation (Newco) in 
exchange for newly issued treasury shares of Newco pursuant to section 85(1). All the 
shares of Subsidiary were acquired from Xco for cash consideration by another taxable 
Canadian corporation (Parent). Subsidiary was then wound up and Parent sought to "bump" 
the tax cost of the Newco shares acquired on the winding-up. 


As a result of Xco being a controlling shareholder of Subsidiary, Newco was a specified 
shareholder of Subsidiary since it was deemed to deal at non-arm's length with Xco by virtue 
of section 251 and therefore deemed to own each share of Subsidiary owned by Xco. (Note 
this would no longer be the case as section 88(1)(c.2)(iii)(A) now requires that Newco have a 
direct or indirect interest in the Subsidiary before it is deemed to own shares of the 
Subsidiary.) Newco acquired the Property from Subsidiary and Newco issued its shares in 
exchange for the Property. The shares of Newco were distributed by Subsidiary on the 
winding-up of Subsidiary and, as such, were distributed property. Therefore, if the Property 


was considered to be acquired by Newco in substitution for the shares it issued to 
Subsidiary, the bump would have been denied given Newco would have been a Prohibited 
Person under the bump denial rule at the time. The CRA provided the following comments: 


Your Views 


In your view, Newco could only acquire the Property in substitution for other property if it already owned 
the other property and if it gave up the other property in order to acquire the particular property. Newco 
does not own unissued shares in its own capital stock. Therefore, while Target will acquire the shares of 
Newco in substitution for the Property that it transfers to Newco, Newco does not acquire the Property in 
substitution for its shares, or in substitution for any other property. 


Our Views 


We agree with you that, for the purposes of subparagraph 88(1)(c)(vi), in the circumstances described, 
the Property acquired by Newco would not ordinarily be considered to be property acquired by it in 
substitution for its shares issued to Target in consideration for the Property. 


In addition, it appears that the CRA would not consider property acquired prior to the 
acquisition of control of the subsidiary in exchange for property that is subsequently 
distributed on the winding-up of the subsidiary to constitute real substituted property. In 


Technical Interpretation, CRA Document 2007-0243261C6,22 the CRA was asked the 
following question: 


A specified shareholder of a corporation ("Targetco"), acquires property from the latter before its 
acquisition of control by a third party ("Buyerco") for cash consideration. Following the acquisition of 
control, at a time when Targetco still holds the amount received for the disposition of property, Buyerco 
winds-up Targetco and would like to increase the tax cost of the capital property of Targetco pursuant to 
paragraphs 88(1)(c) and (d) of the ITA. To the extent that the specified shareholder of Targetco is 
considered to have acquired the property in substitution for the amount of money paid which will be 
property distributed at the time of the winding-up of Targetco, the bump-up of the tax cost sought by 
Buyerco could be disallowed by virtue of subparagraph 88(1)(c)(vi) of the ITA. 


The CRA provided the following response: 


. .subparagraph 88(1)(c.3)(vii) of the ITA, as proposed, states that property acquired by any person in 
substitution for particular property or properties distributed to the parent on the winding-up does not 
include a share of the capital stock of a corporation or a debt owing by a corporation, if the fair market 
value of the share or debt, as the case may be, was not, at any time after the beginning of the winding-up, 
wholly or partly attributable to property distributed to the parent on the winding-up. Consequently, to the 
extent that the property acquired by the specified shareholder in the situation described. . .is a share of 
the capital stock of a corporation or a debt owing by a corporation, it is possible that subparagraph 88(1) 
(c.3)(vii) of the ITA applies. In such a case, the acquisition of such property by the specified shareholder 
before the acquisition of control of Targetco would clearly not prevent the bump-up of the tax cost of 
certain property owned by Targetco pursuant to paragraphs 88(1)(c) and (d) of the ITA. 


However, it is possible that the property acquired by the specified shareholder would not be property 
described in subparagraph 88(1)(c.3)(vii) of the ITA. In such case and in the type of situation described. . 
., the CRA would generally not consider the property acquired by the specified shareholder, before the 
acquisition of control of Targetco, as being property replacing the money acquired by Targetco and 
distributed to the parent at the time of the winding-up. [Emphasis added] 


Where real substituted property is further exchanged for another property, that other 
property will also be real substituted property by virtue of section 248(5). Section 248(5) 
provides that where a person has exchanged a particular property for another property and, 


subsequently, in one or more further transactions, has effected one or more further 
substitutions, the property acquired by any such transaction is deemed to have been 
substituted for the particular property. 


(v) Attributable Substituted Property 


Attributable substituted property is property owned by a prohibited person after the last 
time the parent acquired control of the subsidiary, more than 10% of the fair market value of 
which is at that time attributable to distributed property, but does not include specified 
property or property described in sections 88(1)(c)(iii) to (vii) (as described above). 


Attributable substituted property could include, among other things, shares, options, debt, 
dissent rights and indemnities or other contractual rights against the parent. The CRA has 
provided a favourable administrative position with respect to earnouts and price adjustment 
clauses where certain conditions are satisfied. In Technical Interpretation, CRA Document 


2007-0243261C6,22 the CRA provided the following comments with respect to its position on 
earnouts: 


In technical interpretation no. E 1999-0010965 of January 31, 2000, the CRA had to determine if an 
earnout clause in a share purchase and sale agreement would constitute a right that would be a property 
described in subparagraph 88(1)(c.3)(i) [attributable substituted property] or (ii) [determinable 
substituted property] of the ITA. To begin with, the CRA stated that the question whether or not a 
particular property would constitute "substituted property" within the meaning of paragraph 88(1)(c.3) of 
the ITA generally requires an analysis of all the facts of a particular given situation. Given that the facts 
described in the letter were very limited, the CRA indicated that it was impossible to determine with 
certainty whether or not the parent could use the mechanics provided in subsection 88(1) of the ITA to 
bump-up the tax cost of certain property of the subsidiary concerning the particular situation of the 
taxpayers. However, as a general comment, the CRA indicated that to the extent that an earnout clause 
(or any similar clause) is clearly for the sole purpose of providing a mechanism to determine the fair 
market value of the shares of the capital stock of the subsidiary at the time of its acquisition of control 
(where the fair market value of such shares cannot otherwise be determined), such clause would not 
normally be considered as a property described in either subparagraph 88(1)(c.3)(i) or (ii) of the ITA. The 
CRA added, however, that this would not be the case where an earnout clause would be used as a 
mechanism to distribute additional amounts based on the future disposition or value of a particular 
property owned by the subsidiary. [Emphasis added.] 


In this same technical interpretation, the CRA provided the following comments with respect 
to its position on price adjustment clauses: 


More recently, the CRA had to determine if various price adjustment clauses in a share purchase and sale 
agreement would confer rights which would be property described in subparagraph 88(1)(c.3)(i) 
[attributable substituted property] or (ii) [determinable substituted property] of the ITA. An example of a 
price adjustment clause is a clause relating to the tax liability of the subsidiary for the periods preceding 
the closing date ("the pre-closing period"). The analysed share purchase and sale agreement stipulated 
that the purchase price of the shares of the capital stock of the subsidiary would have to be reduced by 
the tax liability of the subsidiary for the pre-closing period. At closing, the parties would estimate the tax 
liability of the subsidiary for the pre-closing period. A portion of the purchase price corresponding to the 
estimate of the tax liability of the subsidiary for the pre-closing period would be deposited into an escrow 
account. Six months after the closing date, the parties would determine the exact amount of the tax 
liability of the subsidiary for the pre-closing period. To the extent where it would be finally determined 
that the exact amount of the tax liability of the subsidiary for the preclosing period was less than the part 
of the purchase price deposited into an escrow account, the remaining balance would be given to the 
seller. Generally, it was observed that the price adjustment clauses analysed by the CRA would have been 
included in the share purchase and sale agreement due to the uncertainty prevailing in respect of the 


determination of the exact amount of the liabilities of the subsidiary at the time of its acquisition of 
control. Such price adjustment clauses did not allow the seller to participate in the return that would have 
been generated, after the closing date, in respect of one or more properties distributed by the subsidiary 
during its winding-up. Rather, these price adjustment clauses allowed the seller to receive an amount 
equal to the fair market value of the shares of the capital stock of the subsidiary on the closing of the 
transaction, as that amount is finally determined with certainty. Based on the foregoing, the CRA has 
determined that the analysed price adjustment clauses which were included in the share purchase and 
sale agreement would not confer any rights that would be property described in subparagraph 88(1)(c.3) 
(i) or (ii) of the ITA. According to the CRA, the position described above regarding the price adjustment 
clauses is in line with the position stated in technical interpretation no. E 1999-0010965. 


Also, see CRA Document 2009-0320211R3, dated September 16, 2009 and CRA Document 
and CRA Document 2009-0340351R3, dated December 18, 2009 where the CRA ruled 
certain guarantee rights were not attributable substituted property. 


Specified property is excluded from attributable substituted property. Pursuant to section 
88(1)(c.4), specified property is: 


(a) a share of the parent that was received as consideration for the acquisition of a 
share of the subsidiary by the parent or by a corporation that was a "specified 


subsidiary corporation'"22 


88(1)(c.4)()(A); 


of the parent immediately before the acquisition: section 


(b) a share of the parent that was issued for consideration that consists solely of 
money: section 88(1)(c.4)(i)(B); 


(c) an indebtedness that was issued by the parent as consideration for the 
acquisition of a share of the subsidiary by the parent: section 88(1)(c.4)(ii)(A) Al 

(d) an indebtedness that issued for consideration that consists solely for money: 
section 88(1)(c.4)(ii)(B); 


(e) a share of a taxable Canadian corporation that was received as consideration for 
the acquisition of a share of the subsidiary by the taxable Canadian corporation or by 
the parent where the parent was a specified subsidiary corporation of the taxable 
Canadian corporation immediately before the acquisition: section 88(1)(c.4)(iii); 


(f) an indebtedness of a taxable Canadian corporation that was issued by it as 
consideration for the acquisition of a share of the subsidiary by the taxable Canadian 
corporation or by the parent where the parent was a specified subsidiary 
corporation of the taxable Canadian corporation immediately before the acquisition: 
section 88(1)(c.4)(iv); and 


(g) if the subsidiary was formed on the amalgamation of two or more predecessor 
corporations at least one of which was a subsidiary wholly-owned corporation of the 
parent: (i) a share of the parent that was issued on the amalgamation in exchange for 
a share of a predecessor corporation; or (ii) a share of the subsidiary that was issued 
on the amalgamation and that is, before the winding-up, exchanged for shares of the 
parent or redeemed acquired or cancelled by the subsidiary for consideration that 


consists solely of money and/or shares of the parent: section 88(1)(c.4)(v).42 


Section 88(1)(c.9) provides that for the purposes of section 88(1)(c.4), a reference to a share 
of a corporation includes a right to acquire a share of the corporation. The purpose of this 
provision is to allow options and warrants to also qualify as specified property. 


Only shares (or a right to acquire shares) of a taxable Canadian corporations can potentially 
qualify as specified property. The question often arises whether a non-resident acquirer 
could utilize the bump by using a taxable Canadian corporation (the parent) to acquire the 
shares of the subsidiary and issuing parent shares to the former shareholders of the 
subsidiary that are exchangeable for shares of the non-resident acquirer. The shares of the 
parent would constitute specified property, but the shares of the non-resident acquirer 
acquired on the exchange of such shares would not. The shares of the non-resident may not 
be acquired for a lengthy period of time, but the concern is that such shares will still be 
considered to be acquired as part of the series of transactions given that the exchange would 
have been contemplated at the time of the acquisition and winding-up of the subsidiary. As 
such, it is important that less than 10% of the fair market value of the shares of the non- 
resident be attributable to distributed property. The time of measurement of the 10% value 
test will likely be at the time of the final exchange. 


Where a parent acquires the shares of a subsidiary and issues its own shares to the former 
shareholders in consideration for the subsidiary shares, the shares of the parent will qualify 
as specified property. However, where the bump is to be achieved by way of an 
amalgamation to which section 87(11) applies, the question arises as to whether the shares 
of the amalgamated entity would be specified property. As discussed above, section 88(4) 
deems the amalgamated corporation to be the same corporation as, and a continuation of, 
each predecessor corporation for the purposes of, among other things, section 88(1)(c.4) 
(the specified property definition). However, it is the CRA's position that there is a 
conversion of the parent shares upon an amalgamation of the parent and subsidiary even 
though the amalgamated entity is considered to be the same corporation as, and a 
continuation of, each predecessor corporation and, as such, there is a disposition of such 
parent shares within the meaning assigned in section 248(1) and a deemed acquisition of 
such shares as a result of section 87(4): see Technical Interpretation, CRA Document 2001— 


0104355.43 Specified property only includes shares of the parent received in consideration 
for shares of the subsidiary where it is possible to argue that the share of the amalgamated 
corporation is received in consideration for the parent share. Is the share of the 
amalgamated entity received in consideration for the parent share specified property? In 


Technical Interpretation, CRA Document 9706705,“4 the CRA provides a favourable position 
in this regard: 


It is our interpretation that for the purposes, inter alia, of applying subparagraph 88(1)(c)(vi), paragraph 
88(1)(c.2) and proposed paragraph 88(1)(c.3) in determining the amount of any bump which would be 
available to the amalgamated corporation it would be necessary to determine the amount of the bump 
which, under similar circumstances, would have been available under paragraphs 88(1)(c) and (d) if the 
subsidiary had been wound-up into the parent. Consequently, where any shares of the parent which were 
issued to the vendor as consideration for the shares of the subsidiary would not have constituted 
substituted property within the meaning of proposed paragraph 88(1)(c.3) in the context of a winding-up, 
the conversion of such shares into, or the exchange of such shares for, similar shares of the amalgamated 
corporation should not, in and by itself cause the shares of the amalgamated corporation to be 
substituted property. [Emphasis added. ] 


It does not appear that the CRA has provided similar comments in respect of debt issued by 


the parent. However, a similar analysis should also apply in concluding that debt of the 
parent is still specified property after the parent is amalgamated with the subsidiary. 


FOOTNOTES 


26pated November 29, 1994. 
275 ©. 2013, c. 40. 


281 considering whether a corporate prohibited person exists, it is also necessary to consider 
partnerships and trusts that are deemed to be corporations for these purposes: see section 
88(1)(c.2)(ii) and the discussion below under the heading "Specified persons and specified 
shareholders." 


29 For these purposes, each person who is the child of the deceased individual is considered 
related to each brother or sister of the individual and to each child of a deceased brother or 
sister of the individual. 


39S ections 88(1)(c.2) and (c.8) exclude shares of a "specified class" (certain "debt-like" preferred 


shares), thereby allowing a person to own 10% or more of such a class or series of shares 
without becoming a specified shareholder of the corporation. 


31h is not clear whether these deemed ownership rules apply on an iterative basis. 


32 army & Navy Department Store v. Minister of National Revenue, 1953 CarswellNat 226, [1953] 


CTC. 293 53. DTG. 1135 ($.C.C.). 


33cartwright J. stated (at p. 1193): 


... [do not think that shareholders, either individually or collectively, have any ownership 
direct or indirect in the property of the company in which they hold shares.... In Macaura v. 
Northern Assurance Company (1925) A.C. 619... Lord Wrenbury points out that even a 
shareholder who holds all the shares in a corporation "has no property legal or equitable in 
the assets of the corporation". 


34Note that it is irrelevant whether the tax cost "bump" is in respect of the particular distributed 
property. 


21+ 46 noted that money is excluded from substituted property but not distributed property. 
36nated January 13, 1993. 

37Dated October 29, 1998. 

38pated October 5, 2007. 

32nated October 5, 2007. 


40 pursuant to s. 88(1)(c.5), a "specified subsidiary corporation" of the parent is a corporation in 
which the parent holds 90% or more of the shares, in terms of both votes and value. 


41Where the subsidiary is acquired by way of a plan of arrangement, it is generally standard 


practice to alter the statutory dissent rights to be against the parent (instead of the subsidiary) 
—i.e., the shares of dissentors are transferred to the parent for the right to receive fair value 
from the parent—to take the position that the right to receive the fair value of the shares is 
indebtedness of the parent issued as consideration for the acquisition of such shares by the 
parent. 


42The last category is intended to accommodate amalgamation squeeze-out transactions in the 
context of takeover bids. 


43 Dated November 1, 2002. 


44 Dated March 21, 1997. 


2019 Thomson Reuters Canada Limited 


01 JUL 2023 PAGE 806 


Taxation of Corporate Reorganizations Third Edition 
9 — WINDING-UP 
9.2 Winding-up of Resident Corporation Where Section 88(1) Applies 
9.2.3 Rules Applicable to Creditors 


9.2.3 Rules Applicable to Creditors 


Where, upon the winding-up of a subsidiary, a taxpayer disposes of a bond, debenture, 
mortgage, note, or similar obligation of the subsidiary in consideration for a bond, 
debenture, mortgage, note, or similar obligation of the parent, the taxpayer is deemed to 
have disposed of the debt obligation for proceeds equal to the adjusted cost base of the 
obligation immediately before the winding-up and is deemed to have acquired the new debt 
obligation at a cost equal to the same amount: sections 88(1)(e.2) and 87(6). In order to 
qualify for this rollover, the debt obligation must constitute capital property to the creditor 
and the creditor must receive no consideration for the disposition of the debt other than the 
new debt of the parent. In addition, the amount payable on the maturity of the obligation 
must remain the same. See §7.3.9 for further discussion. 
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9.2.4 Rules Applicable to Minority Shareholders 


The provisions of section 88(1) apply to a winding-up of a subsidiary where the parent owns 
at least 90% of the issued shares of each class of the subsidiary and the parent is dealing at 
arm's length with any other shareholders. Where there are minority shareholders and a 
corporation is being wound-up pursuant to the provisions of section 88(1), the provisions of 
section 84(2) do not apply. Accordingly, no part of the winding-up distribution to the minority 
shareholders will be deemed to be a dividend: section 88(1)(d.1). 


When the shares of the corporation being wound-up are cancelled, there will be a disposition 
of the shares by the minority shareholders: paragraph (b) of the definition of "disposition" in 
section 248(1). The shareholder will presumably have proceeds of disposition equal to the 
amount distributed to it on the winding-up. 


If the subsidiary distributes any of its properties to the minority shareholders as part of the 
winding-up distribution, the provisions of section 69(5) will apply to deem the shareholder to 
have acquired the property at a cost equal to its fair market value immediately before the 
winding-up and the subsidiary to have sold such property at the same amount for the 
purpose of computing the subsidiary's income. 
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9.3 Winding-up of Resident Corporations Where Section 88(1) Does Not Apply 


Section 88(1) provides detailed rules applicable to the winding-up of a taxable Canadian 
corporation (the subsidiary) where not less than 90% of the shares of each class of the 
subsidiary's shares were owned prior to the winding-up of the subsidiary by another taxable 
Canadian corporation (the parent) and all the shares of the subsidiary that were not owned 
by the parent at that time were owned by persons with whom the parent was dealing at 
arm's length. The rules applicable to a winding-up governed by section 88(1) are discussed 
above at §9.2. 


The following discussion relates to the winding-up of a corporation resident in Canada 
where section 88(1) does not apply. The Act contains a number of general rules that apply in 
this context, which are discussed below. 
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9.3.1 Deemed Sale of Property 


Section 69(5) applies where property of a corporation is appropriated to a shareholder of the 
corporation on the winding-up of the corporation. In these circumstances, for the purpose of 
computing the corporation's income for the year in which the property is appropriated, the 
corporation is deemed to have sold each appropriated property immediately before the 
winding-up at its fair market value: section 69(5)(a). Such deemed sale may give rise to 
income or gains on which tax may be payable by the corporation. The stop-loss rules in 
sections 13(21.2), 18(15), 40(3.4), and 40(3.6) which might otherwise be applicable, will not 


apply: section 69(5)(d).22 


The shareholder is deemed to have acquired any property so appropriated at a cost equal to 
its fair market value: section 69(5)(b). The provisions of sections 52(1) and (2) will not apply 
in determining the cost to the shareholder of the property: section 69(5)(c). These sections 
might otherwise be construed as permitting the shareholder to add an amount to the cost of 
the property acquired from the corporation. 


FOOTNOTES 


32 Also s. 40(2)(g)(i) would be inapplicable by virtue of paragraph (h) of the definition of 


"superficial loss" in s. 54. 
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9.3.2 Deemed Dividend 


Section 15(1) of the Act, which generally deals with benefits conferred upon a shareholder 
by a corporation, does not apply to tax a shareholder upon an appropriation of property of a 
corporation to a shareholder on the winding-up, discontinuance or reorganization of its 
business, or otherwise by way of a transaction to which section 88 applies. 


Section 84(2) applies where funds or property of a corporation resident in Canada have been 
distributed or otherwise appropriated to the shareholders of any class (or series) of shares of 
the corporation on the winding-up, discontinuance, or reorganization of its business. In 
these circumstances, the corporation is deemed to have paid at the time of distribution a 
dividend on the shares of the class (or series) to the extent that the amount or value of the 
funds or property so distributed exceeds the amount, if any, by which the paid-up capital in 
respect of the shares of the class (or series) is reduced on the distribution. Each shareholder 
of the class (or series) is deemed to have received his or her proportionate share of the 
dividend. The paid-up capital of a share for tax purposes may be different than its paid-up or 
stated capital for corporate purposes. A calculation of paid-up capital must be made in 
accordance with the definition of "paid-up capital" in section 89(1) at the time the 
distribution is being made. Paid-up capital is averaged over all the shares of a class, even 
though shares may have been issued for different amounts. 


If property is distributed at the same time to shareholders of more than one class, the 
deemed dividend on each class is deemed payable at a different time in the order designated 
by the corporation in its return (or failing such designation, by the minister): section 89(3). 
This ordering of dividends is important for distributing capital dividends and pre-1972 
capital surplus on hand on the winding-up: sections 83(2) and 88(2). If property is 
distributed on the winding-up on more than one occasion, it may be preferable if the paid-up 
capital of the shares can be regarded as having been reduced, on the earliest occasion, 
because such reduction only reduces the adjusted cost base of the shares: section 53(2)(a) 
(ii). 


Section 88(2) applies to the winding-up of a Canadian corporation other than a winding-up of 
a 90% owned taxable Canadian corporation governed by the provisions of section 88(1). 
Section 88(2) is relevant to the computation of the amount of the deemed dividend and its 
characterization. It applies at the particular time in the course of the winding-up of the 
Canadian corporation when all or substantially all of the property owned by the corporation 
is distributed to the shareholders. In Interpretation Bulletin IT-149R4,22 the relevant time 
for the application of section 88(2) and the time at which the various tax accounts are 
realized are described in the following terms: 


1. . . .For subsection 88(2) to apply in the course of the winding-up of such a 
corporation, all or substantially all of the property owned by the corporation must be 
distributed to its shareholders. It does not require that there be a single distribution 
of property on winding-up. However, where there is a series of distributions in the 
course of winding-up, subsection 88(2) usually applies to the last such distribution, 
when it can be said that all or substantially all of the property owned immediately 
beforehand has been distributed to the shareholders. Generally, the only property 
owned by the corporation after this final distribution will be cash or other liquid 
assets to be used for the payment of taxes and any remaining costs of liquidation. Ifa 
relatively small amount of property remains in the corporation for distribution to the 
shareholders after the payment of these taxes and liquidation costs, both this 
distribution and the previous distribution will qualify under subsection 88(2). 


2. To achieve the purpose of subsection 88(2), timing is of particular importance. 
The points in time specified and their significance are as follows: 


(a) "A particular time in the course of winding-up" is that point 
(i) when the final distribution of property is made, 


(ii) when, by virtue of subsection 84(2), the corporation is deemed to have 
paid and the shareholders are deemed to have received a dividend referred 
to in paragraph 88(2)(b) as the "winding-up dividend," and 


(iii) when an election is required under subsection 83(2), 133(7.1), or 83(2.1) 
as it read with respect to dividends paid after June 28, 1982 and before May 
24, 1985, to pay tax-free dividends. 


(b) The "time of computation" of the corporation's capital dividend account, 
capital gains dividend account and pre-1972 capital surplus on hand is 
immediately before the time mentioned in (a) above. 


(c) "Immediately before the time of computation" is when the taxation year of the 
corporation is deemed to have ended and a new taxation year to have 
commenced. In conjunction with subparagraph 88(2)(a)(iv), this "time of 
computation" ensures that the capital dividend account, the capital gains 
dividend account and the pre-1972 capital surplus on hand include any amount 
arising on or prior to the final winding-up distribution. 


(d) "Immediately before the end of the taxation year" (the year deemed to have 
ended in (c) above) is when the property distributed at the particular time noted 
in (a) above is deemed to have been disposed of by the corporation. This permits 
the capital gains and other amounts arising on the distribution to be reflected in 
the accounts prior to the end of that taxation year. 


Section 88(2) accomplishes two things. First, for the limited purpose of computing the 
corporation's capital dividend account (where it is a private corporation) and pre-1972 
capital surplus on hand of the corporation being wound-up, the taxation year of the 
corporation is deemed to have ended immediately before the distribution of the property to 
the shareholders and such property is considered to have been disposed of immediately 


before the yearend at its fair market value. Thus, in computing the available balances in the 
capital dividend account and pre-1972 capital surplus on hand, gains and losses from 
properties distributed to the shareholders on the winding-up are taken into account. 


Second, section 88(2)(b) provides special rules when there is a section 84(2) deemed 
dividend to enable the distribution of available balances in the capital dividend account and 


the distribution of pre-1972 capital surplus on hand.24 


Section 88(2)(b) provides that where section 84(2) applies to deem the corporation to have 
paid a dividend on shares of a class at the time it has distributed all or substantially all of its 
property, for the purposes of an election to pay a capital dividend under section 83(2), 
portions of the winding-up dividend are considered to be separate dividends. These separate 
dividends are calculated as follows: 


(a) For purposes of an election under section 83(2), a separate dividend is deemed to 
be paid equal to the portion of the winding-up dividend that does not exceed the 
balance of the capital dividend account immediately before such dividend is deemed 
to have been paid: section 88(2)(b)(i). This rule permits compliance with the 
requirement that these elections be in respect of the full amount of the dividend. 
Where the election is made, the amount is deemed a separate dividend for all 
purposes of the Act. 


(b) The portion of the winding-up dividend remaining after deducting the separate 
dividends referred to in (a) above is deemed not to be a dividend to the extent of the 
amount of the corporation's pre-1972 capital surplus on hand: section 88(2)(b)(ii). 
This amount is treated as proceeds of disposition of the share: paragraph (i) of the 
definition of "proceeds of disposition" in section 54. 


(c) The portion of the winding-up dividends that exceeds the aggregate of the 
separate dividends in (a) above (where an election is made) and the portion in (b) 
above, is deemed to be a separate dividend that is a taxable dividend: section 88(2) 
(b) (iii). 


(d) Each shareholder of the class is deemed to have received his or her 
proportionate share of each separate dividend referred to above: section 88(2)(b) 
(iv). 


Accordingly, it is possible to divide the winding-up dividend into various parts so that, for 
example, part may be treated as a capital dividend, part as a taxable dividend and part as a 
distribution of pre-1972 capital surplus on hand. If there is any pre-1972 capital surplus on 
hand, it will reduce the amount of the deemed dividend that would otherwise be regarded as 
a taxable dividend. Thus, pre-1972 capital surplus on hand is automatically distributed 
ahead of that portion of the deemed dividend that is a taxable dividend. The only choice 
available is whether part of the deemed dividend will be treated as a capital dividend. 


In paragraph 3 of Interpretation Bulletin IT-149R4, the CRA gives the following example to 
illustrate how the provisions of section 88(2) operate to allocate a winding-up dividend for a 
private corporation: 


Proceeds available on winding-up $ 5,000,000 


Paid-up capital of shares 1,000,000 

Balance in capital dividend account 1,300,000 

Balance in pre-1972 capital surplus on hand 600,000 

The application of section 88(2)(b) is as follows: 

Proceeds on winding-up 5,000,000 

less: paid-up capital—section 89(1)(c) 1,000,000 

Winding-up dividend—section 84(2)(b) 4,000,000 

less: capital dividend account (election made) 

section 88(2)(b) (i) 1,300,000 
2,700,000 

less: pre-1972 capital surplus on hand section 88(2)(b) 600,000 

(ii) 

Taxable dividend—section 88(2)(b) (iii) $ 2,100,000 

FOOTNOTES 


53Dated June 28, 1991. This bulletin has been cancelled but it is understood to still represent the 
views of the CRA. 


54when the 1971 surplus accounts were repealed at the end of 1978, 1971 capital surplus on 
hand was preserved in a limited form as pre-1972 capital surplus on hand and is only taken into 
account on the winding-up of a corporation in the circumstances described in section 88(2). 
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9.3.3 Pre-1972 Capital Surplus on Hand 


Pre-1972 capital surplus on hand is relevant only upon the winding-up of a Canadian 
corporation and only for the purposes of section 88(2) of the Act. Section 88(2) provides that 
to the extent the corporation has pre-1972 capital surplus on hand a deemed dividend under 
section 84(2) is reduced and that amount is not treated as a dividend. To the extent that it is 
not a dividend, it represents proceeds of disposition: paragraph (i) of the definition of 
"proceeds of disposition" in section 54. In this manner, pre-1972 capital surplus on hand 
becomes proceeds of disposition of a shareholder's shares. 


Pre-1972 capital surplus on hand consists of the corporation's 1971 capital surplus on hand 
on December 31, 1978, adjusted up or down to reflect any capital gain or loss accrued to the 
end of 1971 in respect of a property disposed of by the corporation after 1978. Also included 
in pre-1972 capital surplus on hand is any pre-1972 capital surplus on hand flowed through 
to the corporation in connection with a section 88(1) winding-up or a section 87 
amalgamation after 1978. 


Section 88(2.2)(a) contains special rules intended to prevent the artificial realization of pre- 
1972 capital surplus on hand from dispositions after 1978 of certain shares held as capital 
property. These rules apply to the disposition of the shares of a subsidiary on a section 88(1) 
winding-up, the disposition of the shares of a controlled Canadian corporation to a non-arm's 
length person and the disposition of a share of a predecessor corporation on a section 87 
amalgamation where the shareholder controlled both the predecessor and the amalgamated 
corporation. A special rule in section 88(2.2)(b) permits a property owned on December 31, 
1971 by a Canadian corporation to be transferred to a corporation under a section 85(1) 
election and for the transferee corporation to be considered to have owned the property on 
December 31, 1971 and to have acquired it at a cost equal to the transferor's actual cost. In 
these circumstances, the transferor would not realize any pre-1972 capital surplus on hand 
but the potential pre-1972 capital surplus on hand would be preserved for the transferee 
corporation. 
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9.3.4 Deemed Disposition of Shares 


The term "disposition" is defined in section 248(1) to include any transaction or event 
entitling a taxpayer to proceeds of disposition of a property and any transaction or event by 
which any property of a taxpayer that is a share is cancelled. When the existence of the 
corporation is terminated as the final step in its winding-up or dissolution proceedings, it 
would seem that the shares of the corporation are cancelled at that point in time. Also, to the 
extent that the corporation has made winding-up distributions, the portion of such 
distributions that is not deemed to be a dividend or that is a reduction of paid-up capital of 
the shares should be viewed as proceeds of disposition of the share to which the taxpayer is 
entitled. To the extent that a distribution constitutes proceeds of disposition, it is usual to 
treat the shares as having been disposed of at the time the distribution is received. In the 
case of a single distribution, this does not raise any particular problems; however, in the 
case where there are a series of distributions, it is not entirely clear whether the 
distributions should be treated as a series of partial dispositions of the share with a 
recognition of capital gain or loss on each partial disposition or whether the distributions 
should be treated as a recovery of cost with no recognition of capital gain or loss until the 
proceeds of disposition in the aggregate exceed the adjusted cost base of the share. To the 
extent that any distribution represents a reduction of paid-up capital of the shares, the 
adjusted cost base of the shares is reduced (section 53(2)(a)(ii)) and, presumably, the 
amount of the reduction would not represent proceeds of disposition. 


The term "proceeds of disposition" is defined in section 54 to include an amount deemed by 
section 88(2)(b)(ii) not to be a dividend on the share: paragraph (i) of the definition. This 
amount represents the portion of the amount that would otherwise be a deemed dividend 
under section 84(2) to the extent of the pre-1972 capital surplus on hand of the corporation. 
In other words, any deemed dividend under section 84(2) is reduced by the amount of the 
pre-1972 capital surplus on hand and the amount of the reduction becomes proceeds of 
disposition of the share. The definition of proceeds of disposition also makes it clear that the 
deemed dividend under section 84(2) that remains as a dividend after accounting for pre- 
1972 capital surplus is not proceeds of disposition. Thus, the portion of a winding-up 
distribution that is deemed by sections 84(2) and 88(2)(b) to be a dividend is not taken into 
account in determining the proceeds of disposition of the share for purposes of computing 
any capital gain or loss on the share arising on the winding-up. 


To illustrate, assume that Corporation X is wholly-owned by Mr. A and that Mr. A's adjusted 
cost base of his shares of Corporation X is $50. Assume further that such shares have a paid- 
up capital of $10 and that Corporation X makes a winding-up distribution of $100. Under 
section 84(2), Corporation X would be deemed to have paid a dividend of $90 and the 


proceeds of disposition of Mr. A's shares of Corporation X would be $10. Mr. A would realize 
a capital loss of $40. If Corporation X had pre-1972 capital surplus on hand of $40, the 
deemed dividend would become $50 by virtue of the provisions of sections 84(2) and 88(2) 
(b), and the proceeds of disposition of Mr. A's shares in Corporation X would become $50 by 
virtue of paragraphs (i) and (j) of the definition of "proceeds of disposition" in section 54. Mr. 
A would not realize any capital gain or loss in these circumstances. 


If a shareholder realizes a loss on his or her shares, the amount of the loss may be limited by 
sections 112(3) to (4.3) (see §2.6.4). Further, the shareholder may be entitled to a business 
investment loss under section 39(1)(c): see paragraph 13 of Interpretation Bulletin IT- 
484R2.22 


FOOTNOTES 


22Dated November 28, 1996. 
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9.3.5 Part XIII and Section 116 


Where the recipient of the deemed dividend (other than the portion deemed not to be a 
dividend by virtue of section 88(2)(b)) on the winding-up of the corporation is a non-resident, 
section 212(2) will require the withholding and remittance of tax in the amount of 25% of the 
deemed dividend (unless reduced under an applicable income tax treaty). 


In addition, where the shares of the corporation which is being wound-up represent "taxable 
Canadian property" (other than "excluded property") to a non-resident shareholder, notice of 
the disposition of the shares must be given in accordance with the provisions of section 
116(3): failure to do so constitutes an offence under section 238. In addition, the withholding 
provisions of section 116(5) may be applicable where a clearance certificate is not obtained, 
which requires withholding in an amount equal to 25% of the cost to the purchaser of the 
acquired property. It is not clear whether the corporation being wound-up acquires its own 


shares upon the cancellation of the shares2® and, if so, whether it would have a cost in such 


shares. In Technical Interpretation, CRA Document 9520545,24 the CRA was asked what 
portion of the amounts received by a non-resident person on the winding-up of a corporation 
is subject to section 116(5). The CRA stated: 


. . .By virtue of subparagraph 88(2)(b)(ii) of the Act, the $500,000 balance of pre-1972 CSOH available 
gives the result that the $200,000 dividend on the fourth distribution would be deemed not to be a 
dividend, but would constitute proceeds of disposition. 


The fourth distribution of $200,000 would be subject to the rules of section 116, given that it represents 
proceeds of disposition. 


The CRA appears to be suggesting that the relevant amount for section 116(5) is the 
proceeds of disposition to the non-resident person. However, in Technical Interpretation, 


CRA Document 2008-0301701E5,22 the CRA stated the following in respect of the 
withholding obligations under section 116(5) upon redemption of shares by the issuer: 


Under section 116 of the Act, a non-resident vendor who disposes of certain taxable Canadian property 
has to notify the Canada Revenue Agency (CRA) about the disposition either before he disposes of the 
property or within ten days after the disposition. Pursuant to subsection 116(5) of the Act, when a 
purchaser has acquired from a non-resident person in a taxation year any taxable Canadian property 
(other than depreciable property or excluded property) of the non-resident person, unless the purchaser 
receives a certificate under subsection 116(4) of the Act, or, after a reasonable inquiry, the purchaser has 
no reason to believe the non-resident is not resident in Canada, the purchaser is liable to withhold and 
remit an amount. If the vendor has not obtained a certificate under subsection 116(2) or 116(A4) of the Act, 
the amount of withholding is 25% of the purchaser's cost of the property. If the non-resident provides the 
purchaser with a section 116(2) certificate, the purchaser is liable to withhold 25% of the amount by 
which the purchaser's cost exceeds the amount indicated in such certificate. 


As mentioned in question 39 of the 1984 Canadian Tax Foundation Revenue Canada Round Table: 


It is clear that the liability of the purchaser under subsection 116(5) of the Act is not affected by the 
fact that a portion of the proceeds may be deemed to be a dividend pursuant to section 212.1 (or any 
other provision of the Act), since it is computed by reference to the cost to the purchaser of the 
property so acquired. 


Therefore, in the hypothetical situation described therein, we are in agreement with your comments that 
the cost of the shares acquired by the Canadian corporation is not reduced by the amount of the deemed 
dividend realized by the non-resident shareholder on the redemption or purchase for cancellation of the 
shares. 


FOOTNOTES 


56where a shareholder disposes of a share of a corporation on the cancellation of the share, s. 
84(9) deems the shareholder to have disposed of the share to the corporation but does not deem 
the share to have been acquired by the corporation. However, the Tax Court's decision in Penn 
Ventilator Canada Ltd. v. R., 2002 CarswellNat 5107, 2002 CarswellNat 482, [2002] 2 C.T.C. 
2636, 2002 D.T.C. 1498 (T.C.C. [General Procedure]), suggests that an issuer of shares acquires 
property upon the redemption of such shares (at least for the purposes of s. 20(1)(c)(ii)). 


27Dated October 26, 1995. 


58nated June 12, 2009. 
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(a) Requirement to Obtain Clearance Certificate 


Section 159(2) of the Act provides that every "legal representative" (other than a trustee in 
bankruptcy) of a taxpayer shall, before distributing property in the possession or control of 
the legal representative acting in that capacity, obtain a certificate from the minister, by 
applying for one in prescribed form, certifying that all the following amounts have been paid 
(or the minister has accepted security for the payment of the following amounts): 


(a) amounts for which the taxpayer is or can reasonably be expected to become 
liable under the Act at or before the time of distribution; and 


(b) amounts for the payment of which the legal representative is or can reasonably 
be expected to become liable in that capacity. 


Distribution of property without a certificate renders the legal representative personally 
liable for the amounts owing under the Act to the extent of the value of the property 
distributed and the minister may assess the legal representative therefor at any time in the 
same manner and with the same effect as an assessment under section 152: section 159(3). 


In Information Circular 82-6R12,22 the CRA states the following in respect of the 
requirement to obtain the clearance certificate and the procedures for obtaining such 
certificate: 


This circular cancels and replaces Information Circular IC82-6R11 dated March 2016. 


1. This circular explains the need for a clearance certificate issued under the Income Tax Act. To ask fora 
clearance certificate, complete Form TX19, Asking for a Clearance Certificate and provide the required 
documents listed on Form TX19. This will help us to issue the certificate without delay. 


WHY YOU NEED A CLEARANCE CERTIFICATE 


2. Subsection 159(2) of the Income Tax Act (the Act), requires a legal representative, which we define in 
paragraph 3, to obtain a clearance certificate before distributing property that he or she controls in their 
capacity as the legal representative. As a legal representative, if you distribute the property without a 
certificate, you are liable for any unpaid amounts (see paragraphs 4 and 5). You do not need a clearance 
certificate before each distribution, as long as you keep enough property to pay any liability to us. 


3. A legal representative is a person who administers, winds up, controls, or otherwise deals with a 
property, business, or estate of another person who may be an individual, a trust, or a corporation. A legal 
representative of a taxpayer, for the purposes of subsection 159(2), is an assignee, a liquidator, a curator, 
a receiver of any kind, a trustee (not including a trustee in bankruptcy), an heir, an administrator, an 
executor, a liquidator of a succession, a committee, or any like person, administering, winding up, 


controlling or otherwise dealing in a representative or fiduciary capacity with the property that belongs, 
or belonged to, or that is or was held for the benefit of, the taxpayer or the taxpayer s estate. The 
reference to any other like person includes any person acting as a liquidator, whether or not the person 
was formally appointed. For instance, in a voluntary dissolution, there may be no formally appointed 
liquidator and the responsibility may be assumed by an auditor, director, officer, or other person. The 
facts of each particular case will determine whether a person is a legal representative. 


4. A clearance certificate certifies that all amounts for which the taxpayer is, or can reasonably be 
expected to become, liable under the Act at or before the time of distribution have been paid, or that the 
Minister of National Revenue has accepted security for payment. The certificate applies to amounts for 
which you are or may become liable for payment as the legal representative. These amounts include all 
income taxes (including provincial and territorial taxes that we administer), along with any interest and 
penalties. The certificate also covers the payment of any outstanding Canada Pension Plan contributions 
and Employment Insurance premiums, including any associated interest and penalties. 


5. If you do not get a clearance certificate before you distribute property, you are personally liable for 
unpaid amounts, whether assessed before or after the actual distribution of property. Your liability will 
not exceed the value of the property that you distributed. Interest will accrue on the amount assessed. 


6. When you give up control and transfer a property to the person entitled to receive it, we consider you 
to have distributed the property on that date. The date on which a person acquires the right to receive a 
property does not determine the distribution date. Furthermore, if you appropriated the property instead 
of distributing it, we consider that to be a distribution. 


HOW TO ASK FOR A CLEARANCE CERTIFICATE 


7. To ask for a clearance certificate, you have to complete Form TX19, Asking for a Clearance Certificate 
and provide the documents listed on the form. Send it to your respective regional tax services office listed 
below. Usually, that office will process the certificate. However, under some conditions, another tax 
services office may process your certificate. This may happen, for example, if the deceased s properties 
are located in an area served by a tax services office other than yours. 


8. To avoid delays, make sure Form TX19 is as complete as possible, and include all the required 
documents. Identify the person(s) asking for the certificate by providing the name, address, telephone 
number, and title (for example, executor, trustee, liquidator, or administrator). For a deceased person, 
Form TX19 has to include the full name, last address, social insurance number, and date of death. For a 
trust, include the name of the trust, the name and address of the trustee(s), the trust account number, and 
the wind-up date. In the case of a corporation, give the full corporate name, the Business Number, and the 
wind-up date. 


10. When you receive the clearance certificate, you have to complete, as soon as possible, the actual 
transfer or distribution of any property over which you have control. 


ISSUING A CLEARANCE CERTIFICATE 


11. All clearance certificates will be issued on Form TX21, Clearance Certificate. We will issue a clearance 
certificate only when: 


a. you have filed and we have assessed the required tax return(s); and 
b. we have received or secured all amounts for which the taxpayer is liable. These amounts include 


income tax (including the provincial and territorial tax that we administer), Canada Pension Plan 
contributions, Employment Insurance premiums, interest, and penalties 


c. you file a final tax return for the tax year ending on the chosen date and pay any taxes, interest, 
and penalties that are chargeable against or payable out of the estate or trust property; and 


d. you submit your request in writing, and include a statement that you will complete the actual 
transfer of all the property of the estate or trust as soon as possible after you receive the clearance 
certificate. 


We may not issue a clearance certificate if you have not filed a tax return or paid an amount for which the 
estate or trust is liable, or if there is an indication that the actual distribution will not take place as soon 
as possible after we issue the clearance certificate. 


Once we issue the certificate, we consider the chosen date to be the actual date of distribution for tax 
purposes and regard the estate or trust representative as holding the properties for the beneficiaries 
since that date. 


Do not file Form TX19, Asking for a Clearance Certificate, until you receive the assessment notice(s). 
However, there may be exceptions for an estate or trust (see paragraph 12). 


12. There may be times when you cannot determine the date of distribution because it may depend on 
completing the final assessment and issuing the clearance certificate. Since the final assessment has to 
include the period up to and including the date of distribution of property, it may seem we cannot issue 
the final assessment or the clearance certificate. For example, this situation could arise when the 
properties of an operating corporation continue to generate income until they are distributed. In such 
circumstances, you should contact your regional tax services office where you file Form TX19 (see 
paragraph 7) to make alternative arrangements. 


13. A clearance certificate covers only the properties you controlled from the date you received control to 
the date you asked for the clearance certificate. After you receive a clearance certificate, you may 
discover another property that affects the amounts of income or capital gains you reported on the 
taxpayer s tax return(s). If so, you will have to get another clearance certificate before you distribute the 
newly identified property. In this circumstance, you should contact your regional tax services office where 
you file Form TX19 (see paragraph 7) 


FOOTNOTES 


52nated November 12, 2016. 
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(b) Legal Representatives 


Although it is generally advisable to obtain a clearance certificate prior to winding-up a 
corporation, given the time it generally takes to obtain such a certificate from the CRA, one 
is rarely obtained. Accordingly, it is important to understand who the legal representatives 
are that will potentially be subject to the liability under sections 159(2) and (3). 


The term "legal representative" is defined in section 248(1) as: 


... A trustee in bankruptcy, an assignee, a liquidator, a curator, a receiver of any kind, a trustee, an heir, an 
administrator, an executor, a liquidator of a succession, a committee, or any like person, administering, 
winding up, controlling or otherwise dealing in a representative or fiduciary capacity with the property 
that belongs or belonged to, or that is or was held for the benefit of, the taxpayer or the taxpayer's estate. 
[Emphasis added.] 


Where a liquidator has been appointed, section 159(2) clearly applies to the liquidator. 
Where a voluntary dissolution procedure is being followed and no liquidator is appointed, 
the question arises as to whether the reference to "other like person" in section 159(2) is 
sufficiently broad to extend to a director or other person who might be viewed as being in a 
fiduciary position or a shareholder that has usurped the powers of the directors pursuant to 
a unanimous shareholders' declaration. 


Prior to the introduction of the legal representative definition (in 1998), section 159(2) 
referred to an "assignee, liquidator, administrator, executor or any other like person. . 
.administrating, winding up, controlling or otherwise dealing with a property, business or 
estate of another person." The former provision and the current definition are substantially 
similar, in that one must be of an enumerated class of persons or be a "like person" and one 
must be acting in a specified fashion with respect to the taxpayer's property. The current 
definition adds a number of identified persons to the list (curator, receiver, trustee, heir, 
liquidator of a succession, committee) and changes somewhat the relationship to the 
property ("otherwise dealing in a fiduciary or representative capacity" is added), but the 
general import of the provision is unchanged. 


In Minister of National Revenue v. Parsons,®2 the Court considered the application of the 
former wording of section 159. In determining whether a director of a corporation could be 
considered one of these persons, the Court stated (at p. 5337): 


The word "director" is a term of art and accordingly has a technical meaning in respect of corporations. 
Use is made of the word "director" in other provisions of the Income Tax Act but the word is not included 
in the initial words of subsection 159(2) 


Prima facie if it is not included it is excluded unless included in the words, "and other like person" on the 
doctrine of ejusdem generis. 


The Court considered each of the specific terms in section 159(2) and concluded that a 
director was not like any such persons before stating (at p. 5337): 


Basically the directors of a company are those persons acting collectively to whom the duty of managing 
the general affairs of the company is delegated by the shareholders. Their duty is to conduct the business 
of the company for the greatest benefit of the shareholders. 


The position of a director is very different from that of an agent or an ordinary trustee. The property of 
the company may not be legally vested in the directors. 


Likewise, the duties, rights and obligations of a director and the position of a director generally is also far 
different from those of an assignee, a liquidator, an administrator or an executor, so different in fact as to 
be unlike those of such persons from which it follows that a director is not "another like person" to those 
specific persons preceding these general words as used in subsection 159(2). 


The Court considered whether the directors in that case had acted as a person described in 
section 159(2), and stated (at p. 5335): 


[the corporation] has not been placed in liquidation nor has it gone into voluntary liquidation. It is a 
subsisting corporation. Accordingly no director has assumed any responsibility in connection with a 
voluntary liquidation to infect him with the capacity of a liquidator nor have any acts been done by the 
directors that are susceptible of that interpretation. 


The Tax Court of Canada considered the liability of a sole director of a corporation under 


section 159(2) in Paquet c. R£1 The corporation paid a dividend and made a loan out of 
proceeds of the sale of its business while owing tax. The debtor under the loan subsequently 
went bankrupt, as did the corporation itself thereafter. The minister argued that the director 
was a de facto liquidator of the corporation and liable under section 159(2) as such. The 
Court held that at the time the dividend was paid and the loan made there was no intention 
to liquidate the corporation, and that the director accordingly was not acting as a de facto 
liquidator and thus could not be held liable under section 159(2). The Court cited the 


decision in Parsons, as well as that in Malka v. R.£2 The Court stated (at page 2154): 


Je crois qu'il est exact que l'on puisse etre liquidateur de fait sans avoir suivi toutes les formalités 
requises par la loi, mais en autant que l'on soit dans une situation de liquidation. 


[I believe it is correct that one may be a de facto liquidator without having followed all the legal 


formalities, but only where one is in a situation where there is a liquidation. ]®3 


In CRA Doc. No. 9916865, the CRA, in considering whether a lawyer holding trust funds 
for a client could be considered to be a legal representative, provided its opinion on the 


proper interpretation of the term "any other like person" included in the definition of legal 


representative:22 


Fundamental to section 159 is the definition of "legal representative" found in subsection 248(1) of the 
Act. . .Whether a lawyer or law firm that holds client funds in a trust account for subsequent 
disbursement in accordance with the client's instructions is a trustee depends on the facts and 
circumstances of each case. Although a fiduciary relationship between lawyer and client is automatically 
assumed, a trustee and beneficiary relationship may not exist. With respect to the broad scope of the 


definition of "legal representative," the rule of statutory interpretation known as the limited class rule, or 
ejusdem generis, helps to clarify the meaning. This rule holds that when one finds a clause that sets out a 
list of specific words followed by a general clause, it will normally be appropriate to limit the general 
clause to the genus of the narrower enumeration that precedes it. Thus, the final clause of the definition 
is properly limited in scope to the kind of persons that precede it, namely, a trustee in bankruptcy, an 
assignee, a liquidator, a curator, a receiver of any kind, a trustee, an heir, an administrator, an executor, or 
a committee. In general, the enumerated individuals stand in the place of and succeed to the interest in 
property of another individual or corporation. They represent the interests of and oversee the legal 
affairs of another person. In light of the foregoing, your three questions are answered as follows. 1. In the 
absence of facts and circumstances that indicate a trustee and beneficiary relationship, it does not appear 
that a lawyer or law firm acting on behalf of a client in a commercial transaction would be considered to 
be a "legal representative" as defined in subsection 248(1) of the Act. . . [Emphasis added.] 


The case law and CRA commentary, while not extensive, supports the view that the term 
"any other like person" should be interpreted to encompass persons that are acting in roles 
that are similar to ones of the persons that are listed immediately preceding the term "any 
other like person" in the definition of legal representative and that a person acting as a 
director of a corporation is not a legal representative for these purposes, but that such a 
person (or any other person) can be a legal representative where he or she assumes the 
responsibilities of a liquidator without being formally appointed as such. The logic of these 
cases and statements supports the conclusion that a shareholder who has appropriated the 
powers of a director pursuant to a unanimous shareholders' agreement could be treated in a 
similar fashion. 


FOOTNOTES 


60 vinister of National Revenue v. Parsons, 1983 CarswellNat 170, 1983 CarswellNat 67F, [1983] 
C.T.C. 321, 83 D.T.C. 5329 (Fed. T:D.), reversed on other grounds 1984 CarswellNat 230, 1984 
CarswellNat 642, [1984] C.T.C. 352, 84 D.T.C. 6345 (Fed. C.A.). In Parsons, the minister 
assessed directors of a corporation under ss. 159(2) and (3) because they did not obtain a 
clearance certificate in relation to the corporation's tax before the payment of a dividend. 


61 paquet c. R., 1991 CarswellNat 715, (sub nom. Paquet v. Minister of National Revenue) [1992] 1 
C.T.C, 2699, 92 D.T.C. 2151 (T.C.C.). 


62 Malka v. R., 1978 CarswellNat 184, [1978] C.T.C. 219, 78 D.T.C. 6144 (Fed. T.D.). The Court 
considered whether a shareholder of a corporation that was wound-up could be considered a de 
facto liquidator and thus liable pursuant to s. 55(2) of the Income Tax War Act (the predecessor 
to s. 159(2)) for the corporation's liability under the Act. The Court determined that the 
shareholder did in fact undertake the duties that a liquidator would normally undertake and, as 
a result, the shareholder was liable for the corporation's liability under the Act. 


63The text of the case is in French. 


64 nated September 24, 1999. 


85 also see Technical Interpretation, CRA Document 990560, dated September 24, 1999. 
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10.1 Continuance within Canada 


In Canada, a corporation is incorporated either under federal, provincial or territorial law 
depending upon the laws of each relevant jurisdiction, but may be continued into another 
jurisdiction so that its governing law changes to that of the new jurisdiction without 
affecting its existence as a corporate entity. 


For example, under section 187 of the Canada Business Corporations Act ("CBCA"),4+ a 
corporation incorporated otherwise than under federal law may, if it is authorized under the 
law of the jurisdiction where it is incorporated, apply for a certificate of continuance. The 
effect of the certificate of continuance is that the corporation becomes a corporation to 
which the CBCA applies as if it had been incorporated under that Act. This procedure is 
often referred to as importing the corporation. The property and liabilities of the corporation 
continue to be its property and obligations. Issued shares of the corporation are deemed to 
have been issued in compliance with the CBCA and the continuance does not deprive the 
holder of any right or privilege that the holder claims under an issued share. 


Section 188 of the CBCA provides that a corporation incorporated under the CBCA may 
apply to another jurisdiction requesting that the corporation be continued as if it had been 
incorporated under the laws of that other jurisdiction if authorized by the shareholders and 
provided the continuance will not adversely affect creditors or shareholders. This procedure 
is often referred to as exporting the corporation. Once the corporation has been continued 
under the laws of the other jurisdiction, a certificate of discontinuance is issued and the 
CBCA ceases to apply to the corporation. Under the CBCA, a corporation can only be 
continued under the laws of another jurisdiction if those laws provide in effect that the 
property and liabilities of the corporation continue to be the property and liabilities of the 
corporation under the laws of the other jurisdiction. 


The provincial corporation statutes also provide for continuation in similar terms as set out 
in Appendix A. 


The continuance procedure is often used in connection with an amalgamation. Only 
corporations incorporated in the same jurisdiction can amalgamate.2 Therefore, if it is 
desired, for example to amalgamate an Alberta corporation and an Ontario corporation, it 
would be possible as a preliminary step to continue the Alberta corporation as an Ontario 
corporation, or vice versa, and then amalgamate. Alternatively, both the Alberta and Ontario 
corporations could be continued under the CBCA before amalgamating pursuant to that 
statute. 


Where a corporation incorporated under the laws of one Canadian jurisdiction continues 
under the laws of another, there are no provisions in the Act expressly governing the tax 


consequences of the continuance to the corporation or to the shareholders of the 
corporation. 


The tax consequences of a continuance will depend upon the particular manner in which the 
continuance is carried out and upon the laws of the exporting and importing jurisdictions 
which govern the continuance. The CBCA and provincial and territorial corporate statutes 
generally provide that the continuing corporation continues to hold its property, remains 
liable for its liabilities, and that there is no effect on its shareholders. On this basis, CRA's 
administrative policy is that the continuation of a corporation to another jurisdiction does 
not result in the disposition by the corporation of its assets or a disposition by the 
shareholders of the corporation of their shares and that the continued corporation would be 


viewed as having been incorporated under the new jurisdiction on the date of continuance.* 


FOOTNOTES 


Ip 


R.S.C. 1985, c. C-44, as amended. 


INN 


It may be possible to amalgamate corporations incorporated in different jurisdictions pursuant 
to a plan of arrangement under the law of one of the jurisdictions but may nevertheless require 
issuance of a certificate of discontinuance in one of the jurisdictions. 


|uo 


Interpretation Bulletin IT-448, dated June 6, 1980, which deals with a number of circumstances 
in which a corporation's shares are regarded as having been disposed of, does not discuss the 
continuation of a corporation. 


1 


See in Tax Rulings TR-1, published June 24, 1974, TR-37, published August 9, 1976 and TR-49, 
published March 7, 1977. Although these rulings have been withdrawn by CRA, it is understood 
that the views expressed by CRA in these rulings have not changed. See also Advance Tax 
Ruling, CRA Document 2005-0147131R3, dated January 1, 2005 and Technical Interpretation, 
CRA Document 2004-010391IR3, dated January 5, 2005. 
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10.2 Corporate Emigration= 


FOOTNOTES 


B} For a discussion of corporate migration generally, see Firoz Talakshi and Patrick A. Jackman, 


"Corporate Migration: A Comparison of Canadian and U.S. Income Tax Rules" in Report of 
Proceedings of the Fifty-Third Tax Conference, 2001 Conference Report (Toronto: Canadian Tax 
Foundation, 2002), 21:1-34 Lanthier, "Corporate Immigration, Emigration, and Continuance", 
1993 Corporate Management Tax Conference Report, c. 4; Richards, "Exit Tax: Corporate 
Emigration and a Continuance", Canadian Current Tax, August, 1993, p. J13. 
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10.2.1 Continuance Outside Canada 


Where a corporation is continued in a particular jurisdiction, section 250(5.1)(a) deems the 
corporation to have been incorporated in the jurisdiction of continuation and not in any 
other jurisdiction in respect of all times from the time of continuation for purposes of the Act 
other than section 250(4). For the purposes of applying section 250(4) in respect of such 
times, the corporation is deemed by section 250(5.1)(b) to have been incorporated in the 
jurisdiction of continuation at the time of continuation and not to have been incorporated in 
any other jurisdiction. For other purposes of the Act, the corporation will be deemed to have 
been incorporated in the jurisdiction of continuance from the time of its original 
incorporation. 


An important consequence of section 250(5.1) is that a corporation continued into Canada 
can be a "Canadian corporation" or a "taxable Canadian corporation" and qualify from the 
benefits which flow from that status. A corporation continued into Canada will also cease to 
be liable to pay the Part XIV branch tax. 


Because section 250(4) deems any corporation incorporated in Canada after April 26, 1965 
to be resident in Canada throughout a taxation year, a corporation continued outside of 
Canada will not be deemed to be resident in Canada notwithstanding its original 


incorporation in Canada.® A corporation continued into Canada will, however, be deemed to 
be resident in Canada from the time of continuance notwithstanding that other criteria of 
residence, such as the location of its central management and control, may remain outside 
Canada after the continuance. 


The provisions of section 250(4) are subject to the operation of section 250(5), which deems 
a person not to be resident in Canada at a time at which that person is, under a tax treaty of 
Canada with another country, resident in the other country and not in Canada pursuant to 
the treaty. 


At least one of Canada's tax treaties, that with the United States, specifically addresses 
corporate continuance in paragraph 3 of Article IV. Prior to the negotiation and ratification 
of the Fifth Protocol to that treaty, paragraph 3 provided that where a corporation was 
resident of both states, it was deemed to be resident in the state under whose laws it was 
created, but a corporation created in one state and continued into the other was deemed to 
be a resident of the other state. In order to address certain corporate continuance 
transactions where a corporation continued into one state while not ceasing to be 
considered as created in the other state, the Fifth Protocol amended paragraph 3 to provide 
that where a corporation is resident in both states but is created under the laws of only one 


state, it will be deemed to be a resident of that state and, in any other case, its residence will 
be determined by the competent authorities of Canada and the United States. This allows 
the tax authorities to deal with perceived abuses where a corporation enters into a "serial 
continuance" transaction where it continues from one state to a third country and then into 
the other state without having ceased to be treated as resident in the first state. 


FOOTNOTES 


i] Although it might be resident in Canada under the common law rule if its central management 
and control is exercised in Canada. Continuation outside Canada may, depending on the 
circumstances, be considered to result in the corporation ceasing to be resident in Canada: TI. 
CRA Document 2010-0388741E5, dated April 4, 2011. 
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10.2.2 Deemed Disposition of Property 


When a corporation ceases to be resident in Canada at a particular time, the corporation is 
deemed to have disposed of all property owned by the corporation for proceeds equal to its 
fair market value at the time of disposition: section 128.1(4)(b).2 The time of disposition is 
the time that is immediately before the time that is immediately before the time of 
emigration and the proceeds are deemed to have become receivable and to have been 
received at the time of disposition. Each property is deemed to have been reacquired at the 
time of emigration at a cost equal to the proceeds of disposition of the property: section 
128.1(4)(c). There are no exceptions from this deemed disposition rule. The various relieving 
provisions from the deemed disposition rule in section 128.1(4)(b) available to an individual 
or a trust (sections 128.1(5) (instalments); (6) (returning former resident); (7) (returning 
trust beneficiary); (8) (post-emigration losses); 126(2.21) (foreign tax credit), 119 (special 
tax credit where section 40(3.7) applies); and 220(4.5) to (4.71) (security for departure tax)) 
do not apply to a corporation or are not needed. 


FOOTNOTES 


a Various stop-loss rules in the Act will not be applicable. As well, the suspended loss rules in ss. 
40(3.3) to (3.5) will not apply to an emigrating corporation. See §2.6 for a discussion of the stop- 
loss rules. 
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10.2.3 Deemed Year End 


The corporation's taxation year that would otherwise include the time of emigration is 
deemed to have ended immediately before the time of emigration and a new taxation year is 
deemed to have begun at the emigration time: section 128.1(4)(a)(i).2 The deemed 
disposition of the corporation's property under section 128.1(4)(b) will occur in the pre- 
emigration deemed taxation year and the corporation will be resident in Canada throughout 
such year. For the purpose of determining the corporation's fiscal period after the time of 
emigration, the corporation is deemed not to have established a fiscal period before that 
time (thus enabling the corporation to choose a new fiscal period once it is a non-resident): 
sections 128.1(4)(a)(ii) and 250.1. 


FOOTNOTES 


i) The election in s. 249(4)(b) of the Act allowing a corporation to elect to have its last taxation 


year continue up to the time it is subject to a "loss restriction event" (which for a corporation is 
an acquisition of control — see s. 251.2(a) where control of the corporation is acquired within 
the seven-day period immediately following the end of its last taxation year is not available if the 
last taxation year ended because of the corporation's emigration. See generally, chapter 11, 
"Acquisition of Control." 
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10.2.4 Foreign Exploration and Development Expenses/Foreign Resources Expenses 


The provisions regarding the deduction of FEDE (section 66(4.3)) or FRE (section 66.21(5)) 
by an emigrating individual are not needed for an emigrating corporation because the 
taxation year of a corporation ends immediately before it ceases to be resident in Canada. 
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10.2.5 Additional Tax on Corporate Emigration 


By virtue of the deemed disposition rule in section 128.1(4)(b), when a corporation ceases to 
be resident in Canada, it will realize recapture of capital cost allowance and other income 
amounts such as accrued inventory gains and accrued gains with respect to eligible capital 
property and it will also realize taxable capital gains with respect to capital property. These 
amounts will be included in computing income for its last taxation year before it becomes a 
non-resident, and tax will be payable under Part I of the Act on its taxable income for that 
taxation year. The corporation will also be liable for an additional tax under section 219.1 
(which is in Part XIV of the Act) that is analogous to a dividend withholding tax on the 
corporation's surplus. Under section 219.1, the corporation is liable in its last taxation year 
before ceasing to be resident in Canada to pay a tax of 25% of the amount by which the fair 
market value of all of the property owned by the corporation immediately before the end of 
such taxation year exceeds the total of: (i) the paid-up capital of all the issued shares of the 
corporation immediately before the end of such year; and (ii) all debts owing by the 
corporation (or obligations of the corporation to pay an amount) at the end of such taxation 
year (other than amounts payable by the corporation in respect of dividends and amounts 
payable under section 219.1).2 Part I taxes and federal and provincial capital taxes owing by 
the corporation with respect to such taxation year would be included in debts owing at the 
end of such year. The additional departure tax under section 219.1 is payable on or before 
the corporation's filing due date for its last taxation year before ceasing to be resident in 
Canada. 


Where the corporation that has ceased to be resident in Canada becomes resident in a 
country with which Canada has a tax treaty and is entitled to the benefits of that treaty at the 
beginning of its first taxation year after its last taxation year before ceasing to be resident in 
Canada, the 25% rate of tax under section 219.1 will be reduced to the rate of tax imposed 
on a dividend paid by a corporation resident in Canada to a corporation resident in the other 
country that owns all of the shares of the corporation resident in Canada: section 219.3. 
Generally, Canada's tax treaties reduce the rate of withholding tax on dividends to 15% and, 
in many cases, to a lower rate (such as 5%) where the dividends are paid to a shareholder (in 
many cases, that shareholder must be a corporation) that owns a specified percentage of the 
shares of the corporation paying the dividend. The provisions of section 219.3 do not apply if 
it can reasonably be concluded that one of the main reasons that the corporation became 
resident in the other country was to reduce the amount of tax payable under Part XIII or XIV 
of the Act. 


The potential negative tax results under sections 128.1(4) and 219.1 may be mitigated by 
"replacing" a Canadian corporation with a foreign corporation through the use of a 


triangular amalgamation. Triangular amalgamations are discussed in more detail at §7.6. In 


Canada (Director appointed under s. 260 of the Business Corporations Act), Rel® the 
Ontario Court of Appeal held that the use of a triangular amalgamation to effectively replace 
a Canadian holding corporation with a foreign holding corporation could not properly be 
described as an exportation of the company since, on the amalgamation, there was no 
discontinuance of any of the amalgamating corporations under the CBCA. In that case, on 
the amalgamation of Canco and a newly-incorporated Canadian corporation to form Amalco 
Canadian shareholders of Canco received shares of a new U.S. corporation (Forco) and a 
small number of redeemable shares of Amalco. Amalco issued shares to Forco in 
consideration for Forco shares, mostly issued directly by Forco to Canco shareholders but 
some issued to Amalco and used by it to redeem its shares received by the shareholders of 
Canco on the amalgamation. The requirements in section 87(4) and (9) for rollover 
treatment of the Canco shareholdings were not met because the consideration received by 
the Canco shareholders included shares of Forco but the amalgamation did qualify for 
treatment under section 87(2). Canco, as a result of these transactions, was in a sense 


exported without attracting section 128.1(4) or 219.1.44 Alternatively, it may be possible in 
some circumstances to transfer the share of the Canadian corporation to a foreign 
corporation in exchange for its shares. 


FOOTNOTES 


9 Where tax was payable by the corporation under s. 219(1) or 219.1 for a preceding taxation year 
that began before 1996 and after the corporation last became resident in Canada, an additional 
deduction is permitted equal to four times such tax (determined as if such tax were at the rate 
of 25%, i.e., ignoring any rate reductions by virtue of s. 219.2 or 219.3 or any tax treaty). This 
additional deduction in calculating the base for the additional s. 219.1 tax is intended to avoid 
double taxation that could arise in limited circumstances where a corporation was resident in 
Canada but not a Canadian corporation or ceased to be a Canadian corporation and 
subsequently ceased to be resident in Canada after 1995 at a time when it had surplus on which 
tax had previously been paid under s. 219(1) (branch tax) or 219.1. 


10 Canada (Director appointed under s. 260 of the Business Corporations Act), Re, 1991 
CarswellOnt 128, 80 D.L.R. (4th) 619 (Ont. C.A.). 


11se¢e A.M. Schwartz, "Statutory Amalgamations, Arrangements and Continuance: Tax and 
Corporate Law Considerations," 1991 Conference Report (Toronto: Canadian Tax Foundation, 
1992), 9:1-77 at 16-19. 
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10.3.1 Continuance into Canada 


See the discussion of continuance at §10.2.1. The combined effect of sections 250(5.1)(b) 
and 250(4) is that a corporation is deemed to be resident in Canada from the time of its 
continuance into Canada. 
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10.3.2 Deemed Disposition of Property 


When a corporation becomes resident in Canada at a particular time, the corporation is 
deemed to have disposed of each property owned by the corporation for proceeds equal to 
its fair market value at the time of disposition: section 128.1(1)(b). The time of disposition is 
the time that is immediately before the time that is immediately before the time of 
immigration and the proceeds are deemed to have become receivable, and to have been 
received, at the time of disposition. Each property is deemed to have been reacquired at the 
time of immigration at a cost equal to proceeds of disposition of the property thus increasing 
the cost base to fair market value: section 128.1(1)(c). There are no exceptions from this 
deemed disposition and reacquisition rule and, in particular, the exceptions in sections 
128.1(1)(b)(i) to (iv) available to an individual or a trust are not available to a corporation. 
Accordingly, if the immigrating corporation holds any property in Canada, the disposition of 
which would attract Canadian tax, such as taxable Canadian property (including branch 
assets), it will be subject to tax on immigration absent any provisions in a relevant tax treaty 
that would exempt the income or gain deemed realized from Canadian tax. 
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10.3.3 Deemed Year End 


The corporation's taxation year that would otherwise include the time of immigration is 
deemed to have ended immediately before the time of immigration and a new taxation year 
is deemed to have begun at the time of immigration: section 128.1(1)(a)(i).42 The time of the 
deemed disposition of the corporation's property under section 128.1(1)(b) will thus occur in 
the taxation year ending immediately before the time of immigration, throughout which the 
corporation will not be resident in Canada. For the purpose of determining the corporation's 
fiscal period after the time of immigration, the corporation is deemed not to have established 
a fiscal period before that time (thus enabling the corporation to choose a new fiscal period 
once it is a resident): sections 128.1(1)(a)(ii) and 250.1. 


FOOTNOTES 


12a. noted above (note 8), the election in s. 249(4)(b) of the Act that a corporation may make to 


have its last taxation year continue up to the time control is acquired where control of the 
corporation is acquired within the seven-day period immediately following the end of its last 
taxation year is not available if the last taxation year ended because of the corporation's 
immigration. 
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10.3.4 Deemed Dividend by Canadian Subsidiary 


Where the immigrating corporation owned a share in a Canadian resident corporation 
immediately before the time that it is deemed to dispose of such share, section 128.1(1)(c.1) 
deems the Canadian corporation to have paid a dividend to the immigrating corporation at 
that time. The amount of the dividend is the amount by which the fair market value of the 
share of the Canadian corporation exceeds the total of (i) the paid-up capital in respect of 
the share at the time, and (ii) if the share at that time was taxable Canadian property that is 
not "treaty-protected property," the amount by which the fair market value of the share at 
that time exceeds its cost amount. "Treaty-protected property" is defined in section 248(1) 
as property the income or gain from the disposition of which would be exempted from tax 
under Part I of the Act because of a tax treaty between Canada and another country. 


The deemed dividend is intended to represent undistributed surplus of the Canadian 
corporation which would be available to be distributed by way of dividend to its non-resident 
shareholder. The exception for the accrued gain on a share which is taxable Canadian 
property (TCP) that is not treaty-protected property protects the immigrating corporation 
from double taxation which would otherwise result because any gain realized on such 
property on the deemed disposition under section 128.1(1)(b) is taxable in the hands of the 
immigrating corporation at a time when it is non-resident under section 2(3)(c) of the Act 
and will not be exempted from Canadian tax by a tax treaty. If the share is neither TCP nor 
treaty-protected TCP, the corporation will be deemed to receive a dividend equal to the 
difference between the fair market value of the share and its paid-up capital. This could 
exceed any accrued gain on the share and it may be desirable to explore the possibility of 
designing the transaction to avoid the deemed dividend. 


The deemed dividend will be subject to non-resident withholding tax under Part XIII of the 
Act at the rate of 25% (or at such lower rate as is provided by a relevant tax treaty). This 
ensures that the immigrating corporation cannot avoid paying withholding tax on a 
distribution of surplus from its Canadian subsidiary by becoming resident in Canada. Where, 
however, the Canadian corporation and the immigrating corporation deal at arm's length, 
section 215(1.1) relieves the Canadian corporation of the obligation to withhold and remit 
tax in respect of the deemed dividend. 
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10.3.5 Branch Tax 


A non-resident corporation which carries on business in Canada is subject to a "branch" tax 
under Part XIV of the Act, intended to replicate the dividend withholding tax which would be 
payable if the business had been carried on in a Canadian subsidiary which distributed its 
earnings to its parent by way of dividend. The amount subject to tax is reduced by an 
"investment allowance" calculated under section 808 of the Regulations intended to 
represent amounts notionally re-invested in the Canadian business. Under section 808(1.1) 
of the Regulations, an immigrating corporation's investment allowance for the year ending 
at the time of immigration is deemed to be nil, ensuring that any retained surplus at that 
time is subject to the Part XIV tax. 
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10.3.6 Adjustments to Paid-Up Capital 


Section 128.1(2) provides for an adjustment to the paid-up capital of an immigrating 
corporation, either upward or downward, at the time of immigration, calculated in respect of 
each class of shares of the capital of the corporation. The adjustment is the difference, either 
positive or negative, between the cost to the corporation of each property deemed to be 
disposed of and reacquired by the corporation on immigration (which is the fair market 
value of each property at the time of immigration) and the amount of all debts or other 
obligations of the corporation to pay an amount which are outstanding at the time of 
immigration. The aggregate adjustment is allocated among all of the classes of shares of the 
immigrating corporation in proportion to the relative fair market value of the shares of each 
class. Finally, the adjustment so determined is reduced by the paid-up capital of the class, 
calculated before making the adjustment. 


If the adjustment so calculated is positive, it is only added in computing the paid-up capital 
of the corporation if the corporation so elects in respect of all classes of its shares by 
notifying the minister in writing within 90 days of the time of immigration: section 128.1(2) 
(b)(i). Such an addition may give rise to a deemed dividend as discussed in §10.3.7 below. If 
the adjustment as calculated is negative, it must be deducted in computing paid-up capital: 
section 128.1(2)(b)(ii). 


2019 Thomson Reuters Canada Limited 
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10.3.7 Deemed Dividend by the Corporation 


Where an immigrating corporation has increased the paid-up capital in respect of a class of 
its shares pursuant to an election under section 128.1(2)(b)(i), the corporation is deemed to 
have paid, immediately before the time that it is deemed to have disposed of its property, a 
dividend on the shares of that class equal to the amount added to the paid-up capital of the 
class: section 128.1(1)(c.2)(i). The dividend is deemed to have been received at the same 
time by each person holding shares of that class in an amount equal to its pro rata share of 
the deemed dividend based on the issued shares of the class: section 128.1(1)(c.2)(ii). Such 
dividend will generally be taxable in the hands of a Canadian resident shareholder but is 
generally added to the shareholder's adjusted cost base of the share (see §10.3.8 below). 
However, a Canadian resident in respect of whom the immigrating corporation is a foreign 
affiliate is not deemed to receive such dividend because section 128.1(1)(d) contains 
provisions specifically dealing with the accrued surplus of a foreign affiliate that becomes 
resident in Canada (see §10.3.9). This provision is similar in effect to the provisions of 
section 84(1) of the Act that deem a dividend to be paid in certain circumstances where a 
corporation increases its paid-up capital and prevents the corporation from increasing its 
paid-up capital, which can then be withdrawn tax-free by a shareholder, without attracting 
tax. 


Section 128.1(3) makes a further adjustment to the paid-up capital of a class of shares 
where, following immigration, the corporation has redeemed, acquired, or cancelled a share 
of a class or reduced the paid-up capital of the class so as to give rise to a deemed dividend 
under section 84(3), (4), or (4.1) where the corporation previously added an amount to, or 
subtracted an amount from, the paid-up capital of a class of shares under section 128.1(2) 
(b). The difference between the deemed dividend realized under section 84 and the deemed 
dividend which would have been realized had there been no increase in paid-up capital 
under section 128.1(2) is deducted in computing the paid-up capital of the class at any time 
after the deemed dividend. The deduction can, however, in no case exceed the amount added 
to the paid-up capital of the class under section 128.1(2)(b)(i). 


Where paid-up capital has been reduced as a result of the application of section 128.1(2)(b) 
(ii), the difference between the deemed dividend realized under section 84 and the dividend 
which would have been determined under section 84 if the paid-up capital had not been 
reduced under section 128.1(2) is added in computing the paid-up capital of the class at any 
time after the deemed dividend, provided that the upward adjustment cannot exceed the 
downward paid-up capital adjustment under section 128.1(2)(b)(ii). 


The adjustments in section 128.1(3) therefore have two effects: 


(1) Where the paid-up capital of a class of shares has been reduced under section 
128.1(2)(b)(ii) and there has been a subsequent transaction giving rise to a deemed 
dividend under section 84(3), (4), or (4.1), the reduction will have increased the 
deemed dividend. In that circumstance, section 128.1(3) adds back to paid-up 
capital such increase in the amount of the deemed dividend otherwise calculated. 
The paid-up capital reduction is eliminated because it has already increased the 
taxable dividend. 


(2) Where the paid-up capital of a class of shares has been increased under section 
128.1(2)(b)(i), the deemed dividend resulting from a subsequent transaction under 
section 84(3), (4), or (4.1) will be reduced as a result of the increase in paid-up 
capital. In that circumstance, section 128.1(3) reduces the paid-up capital by the 
amount by which the deemed dividend was reduced. 
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10.3.8 Cost of Shares of the Corporation 


The amount of any dividend deemed by section 128.1(1)(c.2) to be received in respect of the 
share of an immigrating corporation by a shareholder resident in Canada is added in 
computing the adjusted cost base of such share to such holder pursuant to section 53(1) 
(b.1). 


The cost of any share of an immigrating corporation to a shareholder who is not resident in 
Canada, other than a share that was taxable Canadian property immediately before the time 
of immigration, is deemed to be equal to the fair market value of the share at the time of 
immigration: section 52(8). 
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10.3.9 Adjustments to Paid-up Capital: Foreign Affiliate Debt Dumping 


The foreign affiliate "debt dumping" rules are complex and the discussion here does not 


purport to be substantive discussion, which should be sought elsewhere./2 They are directed 
to the perceived abuse of the rules which allow a Canadian parent corporation to receive 
dividends from a foreign affiliate exempt from Canadian tax where the affiliate is deemed to 
have paid the dividend from income from an active business in a country with which Canada 
has a tax treaty or tax information exchange agreement. Perhaps the simplest, but not only, 
example is found when a foreign corporation which has a Canadian subsidiary and a 
subsidiary in another country transfers the latter foreign corporation to the Canadian 
subsidiary in consideration for shares or debt. The foreign corporation then becomes a 
foreign affiliate of the Canadian corporation and its dividends will be tax exempt in Canada. 
The Canadian corporation, however, can deduct in computing its income interest payable on 
the debt incurred or can distribute tax-free the paid-up capital created on the issuance of 
shares, as the case may be. The rules generally operate to deem the debt or paid-up capital 
as a dividend paid by the Canadian corporation to its foreign parent, subject to non-resident 
withholding tax. 


The taxpayer migration rules come into play where a foreign corporation, controlled by 
another foreign corporation, which itself owns one or more other foreign corporations, 
becomes resident in Canada so that the latter become its foreign affiliates. Section 128.1(1) 
(c.3) then provides for a reduction in the paid-up capital of the immigrating corporation. The 
reduction, under s. 128.1 (1)(c.3)(i), is equal to the lesser of the paid-up capital of the 
immigrating (taxpayer) corporation otherwise determined and the aggregate of the fair 
market value of the shares of its foreign affiliates and any debt of the foreign affiliates held 
by it. The reduction is distributed among different classes of shares of the taxpayer 
corporation in proportion to their respective paid-up capitals. 


Where the fair market value of the shares and debt of the foreign affiliates exceeds the paid- 
up capital of the taxpayer corporation, the excess is deemed by s. 128.1(1)(c.3)(ii) to be a 
dividend paid by the taxpayer to its foreign parent immediately after the time of immigration 
for the purposes of the Part XIII withholding tax. The excess is thus deemed to have been 
"dumped" into the taxpayer by its foreign parent. 


FOOTNOTES 


13sec, for example, Angelo Nikolokakis and Penelope Woolford, "Foreign Affiliate Dumping", 
Canadian Tax Foundation, 2012 Conference Report, 26: 1-69. 
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10.3.10 Former Foreign Affiliate 


Where the immigrating corporation was, immediately before the time of immigration, a 
foreign affiliate of a Canadian resident taxpayer, section 128.1(1)(d)(i) deems the affiliate to 
have been a controlled foreign affiliate of the Canadian resident immediately before the time 
of immigration. Section 128.1(1)(d)(ii) provides for the inclusion in the foreign accrual 
property income ("FAPI") of the immigrating corporation for its taxation year ending 
immediately before the time of immigration of the amount prescribed by section 5907(13) of 
the Regulations. 


The amount prescribed by section 5907(13) of the Regulations is the total of the taxable 
surplus of the immigrating corporation in respect of the Canadian resident at the end of the 
year, other than net earnings for the year in respect of FAPI, to the extent not already subject 
to foreign tax (including notional foreign tax in respect of deemed dispositions of property by 
the immigrating corporation) reduced by any FAPI in respect of preceding taxation years to 
the extent not distributed by the immigrating corporation to its Canadian resident 
shareholder. This has the effect of including in FAPI (and, therefore, subjecting to Canadian 
tax) taxable surplus arising from the deemed disposition of the property of the corporation 
immediately before immigration not taxed in the foreign jurisdiction.14 

Because the Canadian resident shareholder is required to include in computing its income 
for the taxation year its share of the FAPI of any controlled foreign affiliate for each taxation 
year of the controlled foreign affiliate ending in that taxation year, the adjustments in section 
5907(13) of the Regulations effectively deem the immigrating corporation to have 
distributed all of its taxable surplus to its Canadian shareholder with appropriate credit for 
underlying foreign tax paid and FAPI previously accrued and taxed. Such taxable surplus 
will be taxable in the hands of the Canadian resident shareholder. 


APPENDIX A 


Province Statute Continuance |Continuance 


Alberta Business Corporations Act, R.S.A. |188 189 
2000, c. B-9 


British Columbia Business Corporations Act, S.B.C. |302, 305 
2002, c. 57 


Corporations Act, C.C.S.M. c. 181 182 

C225 

Business Corporations Act, S.N.B. |126 127 

1981, c. B-9.1 

Corporations Act, R.S.N.L. 1990, |295, 296, 297, |299 

c. C-36 298 

Companies Act, R.S.N.S. 1989, c. |133(1)-(4) 133(5)-(7) 
81 

Business Corporations Act, R.S.O. |180 181 

1990, c. B.16 

Companies Act, R.S.P.E.I. 1988, c. Pe 
C-14 


Business Corporations Act, R.S.Q. |288-296 297-303 
c. §-31.1 

Business Corporations Act, R.S.S. |181 182 
1978, c. B-10 

Business Corporations Act, 190 191 
S.N.W.T. 1996, c. 19 

Business Corporations Act, R.S.N. |190 191 
1996, c. 19 

Business Corporations Act, R.S.Y. |190 191 
2002, c. 20 


* Draft legislation is under consideration which would replace the existing law with a CBCA- 
style statute. 


FOOTNOTES 


14See IT-451R, dated March 25, 1987, paras, 22 and 23. 
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11 — ACQUISITIONS OF CONTROL 


Several provisions of the Act may become applicable where a corporation or a trust has been 
subject to a "loss restriction event", defined, in the case of a corporation, by section 251.2(2) 
(a) as the acquisition of control of the corporation by a person or group of persons. This 
chapter only considers those provisions as they apply with respect to a corporation; 
however, where a trust controls a corporation and is itself subject to a loss restriction event, 
there is a deemed acquisition of control of the corporation. Those provisions relating to 
trusts are discussed at §11.2.8 below. 


Where a loss restriction event! has occurred with respect to a corporation, losses suspended 
under sections 13(21.2), 18(15) and 40(3.4) become unsuspended immediately before 
control of the corporation is acquired. Moreover, the corporation's ability to utilize various 
tax attributes is restricted or eliminated on an acquisition of control, including its net capital 
losses, non-capital losses and farm losses, accrued but unrealized losses on capital property 
and inventory, unrealized terminal losses on depreciable property, unrealized doubtful debt 
losses, undeducted scientific research and experimental development expenditures and 
unused investment tax credits, charitable donations deductions and certain resource-related 
deductions. However, the corporation is permitted to use pre-acquisition of control losses, 
on an elective basis, to "step up" the adjusted cost base of its capital property to an amount 
not in excess of the fair market value of that property. 


As a complement to the jurisprudence relevant to control of a corporation, sections 256(7) 
and (9) are the principal provisions in the Act governing when control of a corporation will 
be considered to have been acquired, or not to have been acquired, by a person or group of 
persons for these purposes. The focus of this chapter is acquisitions of control in this 
context.2 


FOOTNOTES 


1 For the sake of convenience, this chapter will generally refer to changes or acquisitions of 


control; for purposes of the Act, these will, of course, be loss restriction events as defined. 


2 Other provisions of the Act contain modifying rules relevant to determining when control is 
considered to have been acquired for limited purposes. See infra note 68. Those provisions are 


not addressed in this chapter. 
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11.1 Control 


The acquisition of control rules will not apply merely because control has been lost. Rather, 
there must be an acquisition of control by a person or group of persons, on the basis that 
either actual control of the corporation is acquired (and not deemed otherwise) or control is 
deemed to be acquired for purposes of the Act. 


The concept of "control" for purposes of the acquisition of control rules is not defined in the 


Act, but has been interpreted judicially to mean de jure control.2 For a group of persons to 
acquire control, factual evidence of joint action is required. A mathematical majority of 


shareholders of a widely-held corporation will not constitute a group for control purposes* 


without a common connection, such as a voting agreement, an agreement to act in concert 
or business or family relationships.2 CRA considers a group of persons to act in concert 


where the group acts with considerable interdependence in transactions involving a 


common purpose,® which may include seeking a tax advantage from accumulated losses.Z 


Although CRA's administrative position confirms that being characterized as shareholders is 
not sufficient for a group of unrelated persons to constitute a group of persons that controls 
a corporation, CRA applies a presumption in circumstances of closely held corporations that 


the shareholders act in concert to control the corporation.2 


Under section 256(7), control of a corporation may be deemed in certain circumstances to 
have been acquired or not to have been acquired for purposes of certain provisions of the 
Act, as discussed below. 


By virtue of section 256(6.1), a corporation may be simultaneously controlled by one or more 
persons at multiple levels of a corporate chain.2 As such, an acquisition of control of one 
corporation will result in all controlled subsidiary corporations being subject to the 
acquisition of control rules. 


FOOTNOTES 


3 See Duha Printers (Western) Ltd. v. R., 1998 CarswellNat 750, 1998 CarswellNat 751, [1998] 3 
C.T.C. 303, 98 D.T.C. 6334 (S.C.C.) at paragraph 85. See §2.1.1(a) for a discussion of de jure 
control. In Advance Tax Ruling, CRA Document 2011-0402571R3, dated January 1, 2012, CRA 
expressed the view that a shareholder of a corporation who has the right to effect a share 


[ 


Jun 


ID 


IN 


lee) 


\<e) 


consolidation and squeeze out the other shareholders has de jure control of the corporation. 


This statement is not true for all purposes of the Act. For example, in determining whether a 
corporation is a Canadian-controlled private corporation, a mere aggregation of shares owned 
by non-residents and public corporations is the relevant standard. Moreover, aggregation of 
shareholders is relevant to some of the acquisition of control rules in s. 256(7), as discussed 
below. 


See Silicon Graphics Ltd. v. R., 2002 CarswellNat 1377, 2002 CarswellNat 2012, [2002] 3 C.T-C. 
527, 2002 D.T.C. 7112 (Fed. C.A.). 


CRA has confirmed that a shareholder voting to approve a particular transaction will not, in and 
of itself, constitute acting in concert. See Advance Tax Ruling, CRA Document 2002-0119173, 
dated May 1, 2002. 


See Interpretation Bulletin IT-302R3, dated February 28, 1994, at paragraphs 4 to 6. 


Income Tax Folio S1-F5-C1, paragraph 1.20, dated November 26, 2015. See §2.1.1(b) for a 
discussion of this position, and control by an unrelated group more generally. In Technical 
Interpretation, CRA Document 2014-0547551E5, dated October 15, 2014, CRA considered a 
scenario where there were 7 shareholders, one of whom was unrelated to the others, and three 
of the shareholders sold their shares, in proportion, to the other four (one of whom was the 
unrelated person), such that the three related shareholders, after the purchase, owned more 
than 50% of the corporation. CRA expressed the view that, since the control group changed, this 
likely constitutes an acquisition of control of the corporation. 


Section 256(6.1) was enacted to reverse the decision in Parthenon Investments Ltd. v. R., 1997 
CarswellNat 817, 1997 CarswellNat 3672, [1997] 3 C.T.C. 152, (sub nom. Parthenon 
Investments Ltd. v. Minister of National Revenue) 97 D.T.C. 5343 (Fed. C.A.), where the Federal 
Court of Appeal held that the concept of control necessarily includes the "notion of ultimate 
control" and "cannot allow for two masters simultaneously." 
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11.2 Acquisition of Control Determination 


Section 256(7) deems an acquisition of control of a corporation to have occurred or not have 


occurred in certain circumstances for purposes of certain provisions of the Act.12 Generally, 
control of a corporation will not be acquired as a result of related party transactions. 
Determinations of relatedness are made generally in accordance with the rules in section 


251.41 


FOOTNOTES 


107, particular, the acquisition of control rules in s. 256(7) apply for purposes of s. 10(10) 
(valuation of inventory); ss. 13(21.2), 14(12), 18(15) and 40(3.4) (stop loss rules that defer 
certain realized losses); s. 13(24) (acquisition of depreciable property within the 12-month 
period prior to an acquisition of control); s. 18.1 (matchable expenditures); s. 37 (scientific 
research and experimental development expenditures); the definition of "superficial loss" in s. 
54; s. 55 (divisive butterfly reorganizations); ss. 66(11), (11.4) and (11.5) (exploration and 
development expenses); s. 66.5(3) (cumulative offset account deductions); ss. 66.7(10) and (11) 
(successor rules for resource expenses); ss. 80 and 80.04(4)(h) (debt forgiveness rules); s. 
85(1.2) (transfers of real property to a corporation by non-resident persons on a rollover basis); 
ss. 88(1.1) and (1.2) (use of losses of a wholly-owned subsidiary by a parent corporation after 
winding-up); s. 110.1(1.2) (charitable donation deductions), s. 111 (loss carryover rules), s. 127 
(investment tax credits); s. 249(4) (deemed year-ends) and s. 256(7) itself. Section 5905(5.2) of 
the Regulations concerns the consequences of an acquisition of control where the corporation 
owns shares of a foreign affiliate. See §11.3.14 for discussion of this provision. 


11566 §2.1.1 for a discussion of related persons generally. 
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11.2.1 Share Acquisitions, Redemptions and Cancellations, and Changes in Share 
Attributes 


Section 256(7)(a) contains saving provisions that deem control of a corporation not to be 
acquired as a result of certain share acquisitions, redemptions and cancellations, and 
certain changes in share attributes. In particular, section 256(7)(a)(i) provides that control 
of a particular corporation will not be acquired solely as a result of an acquisition of shares 
of any corporation in the following circumstances: 


¢ shares are acquired by a person that, immediately before the acquisition, was 
related to the person from whom the shares were acquired! (where the persons 
were related otherwise than by reason of a right referred to in section 251(5)(b)) 
(section 256(7)(a)(i)(A));42 


¢ shares are acquired by a person that was related to the particular corporation!4 
immediately before the acquisition (where the person and the corporation were 
related otherwise than by reason of a right referred to in section 251(5)(b)) (section 


256(7)(a)(i)(B));42 


¢ shares are acquired by an estate because of the death of a person (section 256(7) 
(a)(i)(C));48 


¢ shares are acquired by a person from an estate that arose on the death of a related 
person (section 256(7)(a)(i)(D));42 or 


¢ shares are acquired on a public company spin-off butterfly transaction or, more 
particularly, on a "distribution" by a "specified corporation" (each as defined in 
section 55(1)) if a dividend is received in the course of the reorganization in which 
the distribution occurs and section 55(2) does not apply to that dividend as a result 


of the application of section 55(3)(b) (section 256(7)(a)(i)(E)).22 


Section 256(7)(a)(i)(E) applies with respect to acquisitions of shares after 2000. The 
Department of Finance Technical Notes with regard to the provision include the following 
example of the application of section 256(7)(a)(i)(E): 


Facts: 


Pubco is a specified corporation under the butterfly rules in section 55 and a person or group of 
persons does not control it. Pubco owns all of the shares of Subco. In the course of a distribution (as 


defined by subsection 55(1)), Pubco distributes the Subco shares to Newco, which is established in 
the course of the reorganization for the purposes of the distribution. The same shareholders that 
own all of the shares of Pubco own all of the shares of Newco. Because there is no person or group of 
persons that control Pubco and Newco, an acquisition of control of Subco would occur upon Newco's 
acquisition of the Subco shares on the distribution despite the fact the same shareholders own Pubco 
and Newco. 


Application: 


In this example, new clause 256(7)(a)(i)(E) provides that there is no acquisition of control of Subco 
by Newco if Pubco's distribution of its Subco shares to Newco is a distribution to which the anti- 
avoidance rule in subsection 55(2) does not apply because the distribution complies with the 
exception in paragraph 55(3)(b). 


CRA has stated that in a situation where an individual is the sole shareholder of a 
corporation, and as a result of incapacity and pursuant to a power of attorney another 
person assumes control of the corporation, whether or not the power of attorney is related to 
the shareholder, this situation would not constitute an acquisition of control since the power 


of attorney is acting as agent for the shareholder12 


The introduction of an unrelated person as a shareholder can interfere with the operation of 
sections 256(7)(a)(i)(A) and (B). For example, assume a corporation is controlled by a single 
person, A, who owns 51% of the shares of the corporation. A is related to B and C, and these 
three persons together own 60% of the shares of the corporation. Although the related 
group of A, B, and C holds sufficient shares of the corporation to control it, the group is not 


considered to control it based on the decision in Southside Car Market Ltd. v. R.;22 rather it 
is A alone who is considered to control the corporation. An unrelated person, D, subscribes 
for shares of the corporation, as a result of which A ceases to control the corporation and the 
related group of A, B, and C acquires control. Notwithstanding that control passed from A to 
a related group of persons of which A is a member, section 256(7)(a)(i) would not appear to 
apply to deem control not to be acquired by A, B, and C on the basis that D is not related to 


the corporation.2! This scenario is addressed by section 256(7)(a)(iii), discussed below. 


Section 256(7)(a)(ii) deems control of a particular corporation not to be acquired solely as a 
result of the redemption or cancellation of, or change in the rights, privileges, restrictions, 
or conditions attaching to, that particular corporation's shares, or a corporation that 
controls the particular corporation, where each person (and each member of each group of 
persons) that controls the corporation immediately after such redemption, cancellation, or 
change in share attributes was related to the corporation (otherwise than by reason of a 
right referred to in section 251(5)(b)): 


(A) immediately before such redemption, cancellation or change in share attributes; 
or 


(B) where, immediately before the redemption, cancellation or change in share 
attributes, the shares were held by an estate that acquired them because of a 
person's death, immediately before the death of the person. 


Finally, under section 256(7)(a)(iii),22 no acquisition of control of a corporation will result 
from the acquisition of shares of that corporation where the acquisition of the shares would 
otherwise result in an acquisition of control by a related group and each member of each 


group that controls the corporation at the time the shares are acquired was related to the 
corporation (otherwise than by reason of a right referred to in section 251(5)(b)) 
immediately before the share acquisition. 


The Department of Finance Technical Notes with regard to section 256(7)(a)(iii) contain the 
following example: 


Facts: 


Corporation X has issued 100 common shares with 1 vote per share. There are no other issued 
shares. Mr. X owns 51% of Corporation X's issued shares. Ms. D who is the daughter of Mr. X owns 
49% of the common shares issued by Corporation X. Mr. X has de jure control of Corporation X. 


Mr. X disposes of 10 shares of Corporation X to Mr. Z, an arm's length person. Consequently, Mr. X no 
longer has de jure control, and a group of persons acquires de jure control of Corporation X. 


Application: 


If Mr. X and Ms. D form a related group of persons that otherwise acquires control of Corporation X 
upon the disposition of shares by Mr. X, new subparagraph 256(7)(a)(iii) deems no acquisition of 
control if no other group of persons that includes Mr. Z acquires control of Corporation X. It is a 
question of fact whether Mr. X and Ms. D form a group of persons that would otherwise acquire 
control of Corporation X and, if so, whether there exists another group of persons that also acquires 
control. Depending on the circumstances, Mr. X and Ms. D; Mr. X and Mr. Z; Ms. D and Mr. Z; or Mr. 
X, Ms. D and Mr. Z could form a group of persons that acquires control of Corporation X. 
Consequently, new subparagraph 256(7)(a)(iii) applies only if, in this example, Mr. X and Ms. D form 
a group of persons that control Corporation X and there exists no other group of persons (which 
includes Mr. Z) that acquires control of Corporation X. 


As the Technical Notes observe, although Mr. X and Ms. D form a related group that owns 


sufficient shares to control Corporation X, they may not constitute a group22 that controls 
Corporation X, a factor relevant to this exception. However, if applicable, the provision 
remedies the potential issue, described above, that arises in connection with sections 256(7) 
(a)(i)(A) and (B), where a corporation controlled either by no one (so that there is no 
acquisition of control) or by a single person becomes controlled by that person and one or 
more related person. 


Also, the provision could apply not only where shares are transferred by a shareholder to 
another person but also where shares are acquired by or from the particular corporation. 
Thus, using the example from the Technical Notes, if Mr. X disposes of two shares to 
Corporation X and none to Mr. Z, there would be no acquisition of control of Corporation X 
as it would, as a result, be controlled either by no one (so that there is no acquisition of 
control) or by the related group consisting of Mr. X and Ms. D, each owning 50% of 
Corporation X. Similarly, if instead of acquiring ten shares from Mr. X, Mr. Z acquired ten 
shares of Corporation X from Corporation X, there would not be an acquisition of control of 
Corporation X as long as Mr. X and Ms. D were the group that controlled Corporation X 
following Mr. Z's share acquisition. 


It is worth noting that, unlike sections 256(7)(a)(i) and (ii), section 256(7)(a)(iii) only 


addresses the acquisition of control of the corporation whose shares are acquired and does 


not extend to subsidiaries of that corporation.24 


It is not clear why the exception does not expressly extend to subsidiaries controlled by the 
particular corporation. That is, while there would be no change in the person who has direct 
control of the subsidiary, there would be a change to the group that has indirect control of 


the subsidiary, which is not obviously excepted by section 256(7)(6)(iii).22 This would not 
appear to be appropriate given that, if applicable, the rule would result in there being no 
acquisition of control of the parent corporation. Interestingly, in connection with section 
256(7)(g), the Department of Finance has suggested that control of neither the particular 
corporation nor corporations controlled by it will be acquired if the conditions outlined in 
section 256(7)(g) are satisfied, notwithstanding that that provision contains the same 


apparent deficiency.2® 


FOOTNOTES 


12This exception should apply where a shareholder related to the corporation acquires shares 


from the corporation itself. It may also be seen to apply where the corporation itself acquires 
the shares from a shareholder to which the corporation is related. However, CRA appears to be 
of the view that in such circumstances the conditions in s. 256(7)(a)(ii) (which expressly deals 
with redemptions and cancellations of shares, as discussed below) would need to be met. See 
Interpretation Bulletin IT-302R3, paragraph 9 (in particular the Note thereto), dated February 
28, 1994. 


13 For an example of circumstances where control of a corporation was deemed not to have been 
acquired pursuant to s. 256(7)(a)(i)(A), see Technical Interpretation, CRA Document 2005- 
0152431E5, dated February 2, 2006. Four brothers and sisters owned all of the common shares 
of, and thus controlled, a profitable corporation ("Profitco"). One of the sisters owned all of the 
common shares of a corporation with $200,000 in non-capital losses ("Lossco"). The sister 
proposed to transfer all of the common shares of Lossco to Profitco in order for Profitco to 
utilize the Lossco non-capital losses, either through an amalgamation under s. 87 or a winding- 
up under s. 88. The transfer of the Lossco shares to Profitco was deemed not to result in an 
acquisition of control of Lossco because the shares were acquired by Profitco from the sister (a 
related person pursuant to s. 251(2)(b)(ii)). (Presumably s. 69(11) did not apply here because 
the Lossco shares were transferred for fair market value consideration. However, caution must 
be exercised as the standard in s. 69(11) is affiliated persons, and siblings, although related, are 
not affiliated. See §§2.3, 2.5 and 11.4.6.). See also Advance Tax Ruling, CRA Document 2010- 
0360921R3, dated April 19, 2013, in which CRA expressed the view that, pursuant to s. 266(7) 
(a)(i)(A), a change of control did not arise where the three trustees of a trust that controlled a 
corporation transferred their interest in the trust to corporations of which they were the sole 
shareholder. See the Appendix to IT-302R3, supra note 6, Technical Interpretation, CRA 
Document 9818985, dated September 18, 1998 and, Technical Interpretation, CRA Document 
2014-0540751E5, dated August 22, 2014 for additional examples of the application of s. 256(7) 
(a)(i). 


14This exception will not apply where the person acquiring the shares is the particular 
corporation, because a corporation is not related to itself. 


15see CRA Document 2013-0484031E5, dated December 12, 2013, where the CRA stated that in 
determining whether s. 256(7)(a)(i)(B) would apply where a controlling interest is acquired by a 
limited partnership, it is necessary to consider whether the partner or partners who control the 
voting rights in respect of the shares of the corporation held by the LP would be related to the 
corporation immediately before control was acquired. 


16see Advance Tax Ruling, CRA Document 2007-0221361R3, dated October 22, 2008, where CRA 
confirmed that there would not be an acquisition of control of corporations wholly-owned by an 
alter ego trust upon the death of the settlor by virtue of s. 256(7)(a)(i)(C). 


17see Technical Interpretation, CRA Document 2005-0111811E5, dated March 22, 2005, where 
CRA stated that where a will provides for shares held by the testator to be transferred to a trust 
for his children upon his or her death, the relationship between the trustees of the trust and the 
testator determines whether s. 256(7)(a)(i)(D) applies to deem control of the corporation to not 
have been acquired. See also Advance Tax Ruling, CRA Document 2003-0018823, dated October 
8, 2003, where CRA stated that the transfer of common shares of a corporation, from the estate 
of a woman's husband to the woman, would be deemed not to result in an acquisition of control 
of the corporation by virtue of s. 256(7)(a)(i)(D). 


18se¢ §8.4.3(a) for a description of such a spin-off and chapter 8 generally for a discussion of 
butterfly transactions. It is not clear why this exception was limited to a spin-off by a specified 
corporation (i.e., a public corporation or a wholly-owned subsidiary of a public corporation). In 
every spin-off butterfly (as contrasted with a split-up butterfly), the shareholders of the 
distributing corporation will own all of the shares of the transferee corporation in the same 
proportions as they held shares of the distributing corporation (ignoring shares of a specified 
class) (see §8.4.1(b)). However, in the non-public corporation context, it is perhaps more likely 
that there will be a controlling shareholder or controlling group of shareholders and 
consequently another exception from the acquisition of control rules may be available. 


19c¢¢@ CRA Document 2012-0454111C6, dated October 5, 2012. 


20 southside Car Market Ltd. v. R., 1982 CarswellNat 185, 1982 CarswellNat 417, [1982] C.T.C. 
214, 82 D.T.C. 6179 (Fed. T.D.). 


21 cee CRA Document 9818985, supra note 13. 


22 yplicable for acquisitions of shares after 2000. 


23 although s. 251(5)(a) provides that where a related group is in a position to control a 


corporation it shall be deemed to be a related group that controls the corporation, that 
provision does not apply for purposes of s. 256(7). Thus, Corporation X could be controlled by 
any of the following groups: Mr. X and Ms. D; Mr. X and Mr. Z; Ms. D and Mr. Z; or Mr. X, Ms. D, 
and Mr. Z. A determination of which group controls the corporation would be made based on an 
examination of all of the relevant facts. 


24 Section 256(7)(a)(i) refers to "control of a particular corporation . . . because of the acquisition 
at any time of shares of any corporation." Section 256(7)(a)(ii) refers to redemptions, 
cancellation of, or changes in the terms "attaching to, shares of the particular corporation or of 
a corporation controlling the particular corporation." See also s. 256(7)(c): “control of the 
acquiring corporation and of each corporation controlled by it." 


25-Thus, if Corporation X in the example from the Technical Notes owned all of the shares of 


Subco, Subco would be directly controlled by Corporation X throughout but indirectly controlled 
by Mr. X until he disposed of 10 shares to Mr. Z. Thereafter, Subco would be indirectly 
controlled by the group that controls Corporation X directly. See s. 256(6.1). 


26ce¢@ infra note 47. 
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11.2.2 Amalgamations 


Section 256(7)(b) addresses acquisitions of control in the context of amalgamations of two or 
more corporations (the "predecessor corporations") to form a single corporation (the "new 
corporation").22 Section 256(7)(b)(i), the general rule, provides that control of a predecessor 
corporation or new corporation is deemed not to have been acquired solely because of an 
amalgamation unless section 256(7)(b)(ii) or (iii) applies to deem otherwise.22 As discussed 
below, section 256(7)(b)(ii) deems control of a predecessor corporation to have been 
acquired where the new corporation is controlled by a person or group of persons that did 
not control the predecessor corporation and section 256(7)(b)(iii) deems control of a 
predecessor corporation to have been acquired unless the amalgamation satisfies one of 
three exceptions.22 


Pursuant to section 256(7)(b)(ii), a person or group of persons that controls the new 
corporation immediately after an amalgamation and did not control a predecessor 
corporation will be deemed to have acquired control of the predecessor corporation (and any 
corporation controlled by the predecessor corporation immediately before the 
amalgamation), unless control of the predecessor corporation would not have been acquired 
by the person or group of persons if such person or group of persons had acquired all the 
shares of the predecessor corporation immediately prior to the amalgamation. 


In other words, if the person or group of persons that controls the amalgamated corporation 
controlled a predecessor, or would be deemed not to acquire control of the predecessor on 
an acquisition of its shares by virtue of section 256(7)(a), they will not be considered to have 
acquired control of the predecessor as a result of the amalgamation. Consider, for example, 
an amalgamation of Corporation X with Corporation Y to form Corporation XY. Corporation X 
is held 100% by Mr. X and Corporation Y is held 100% by Mr. S. Mr. X and Mr. S are related. 
On the amalgamation, Mr. X acquires 65% of Corporation XY's common shares and Mr. S 
acquires 35%. Since Mr. X controlled Corporation X immediately before the amalgamation, 
he will not be deemed to have acquired control of Corporation X under section 256(7)(b)(ii). 
Also, since Corporation X and Corporation Y were related immediately before the 
amalgamation (by virtue of section 251(2)(b)(iii)), the exception in section 256(7)(b)(iii)(A) 
(discussed below) would apply so that he would not be deemed to have acquired control of 
Corporation X under section 256(7)(b)(iii). 22 While Mr. X did not control Corporation Y 
before the amalgamation, either section 256(7)(a)(i)(A) or (B) would have applied on an 
acquisition of all of the shares of Corporation Y by Mr. X so that there would have been no 
acquisition of control, so that Mr. X will likewise not be deemed to have acquired control of 
Corporation Y under section 256(7)(b)(ii). The exception in section 256(7)(b)(iii)(A) would 


also apply for Corporation ysl 


Section 256(7)(b)(iii) provides that control of a predecessor corporation (and of each 
corporation controlled by the predecessor corporation) is deemed to have been acquired 
immediately before the amalgamation unless any of the following applies: 


¢ the predecessor corporation was related, immediately before the amalgamation, to 
each other predecessor corporation (otherwise than by reason of a right referred to 
in section 251(5)(b)) (section 256(7)(b)(iii)(A)); 


¢ control of the new corporation would have been acquired by a hypothetical person 
if such person had, immediately after the amalgamation, acquired all the shares of 
the new corporation received by shareholders of the predecessor corporation (or of 
another predecessor corporation that controlled the predecessor corporation) on 
the amalgamation in consideration for their shares of the predecessor corporation 


(or of the controlling predecessor corporation) (section 256(7)(b)(iii)(B))32; or 


* section 256(7)(b)(iii) would otherwise deem control of each predecessor 
corporation to have been acquired on the amalgamation of (I) two corporations or 
(II) two corporations (the "parent corporations") and one or more other corporations 
(the "subsidiary corporations") where each subsidiary corporation would have been 
controlled by a hypothetical shareholder if such shareholder had held all shares of 
the subsidiary corporation that were owned by the parent corporations immediately 
prior to the amalgamation (section 256(7)(b)(iii)(C)). 


Without section 256(7)(b)(iii)(C), section 256(7)(b) would deem control of each predecessor 
corporation to have been acquired on the amalgamation of two corporations of equal value 
where the shareholders of each predecessor corporation acquire one-half of the voting 
shares in the new amalgamated corporation. 


FOOTNOTES 


27 See also §7.2.35(b) for a discussion of acquisitions of control in the context of amalgamations. 


281y Income Tax Folio S4-F7-C1, paragraph 1.50, dated March 24, 2017, CRA considers a 
triangular amalgamation between a public corporation and a subsidiary of a loss corporation in 
which the public corporation shareholders were to receive more than 50% of the shares of the 
loss corporation. In CRA's opinion, s. 256(7)(b)(i) would not apply to negate the application of s. 
256(7)(c) (discussed at §11.2.3) in that case because control of the loss corporation was not 
acquired solely because of the amalgamation. At paragraph 1.20, CRA states that where a 
corporation horizontally amalgamates with a target corporation, such that the former 
shareholders acquire control of the new corporation, it is a change in control of the target 
corporation under 256(7)(b)(ii). See also Technical Interpretation, CRA Document 2001- 


0064945, dated January 7, 2002. 


29The language of s. 256(7)(b)(i) provides that "control of a corporation is deemed not to have 
been acquired by any person or group of persons solely because of the amalgamation unless it is 
deemed by subparagraph (ii) or (iii) to have been so acquired." Consequently, the satisfaction of 
one of the three exceptions in s. 256(7)(b)(iii) will not prevent control of a corporation from 
being deemed to have been acquired when s. 256(7)(b)(ii) applies and vice versa. See Technical 
Interpretation, CRA Document 9816915, dated September 17, 1998. See also Income Tax Folio 
S4-F7-C1, paragraph 1.48-49, dated March 24, 2017. 


39 section 256(7)(b)(iii)(B) would also apply in respect of Corporation X. 


3lror other examples of the application of s. 256(7)(b)(ii) see Technical Interpretation, CRA 
Document 9831755, dated February 9, 1999 and CRA Document 9816915, supra note 29. 


32S e¢ Birchcliff Energy Ltd. v. R., 2015 CarswellNat 4799, 2015 CarswellNat 10756, [2016] 1 
C.T.C. 2071, 2015 D.T.C. 1198 (T.C.C. [General Procedure]), reversed 2017 CarswellNat 1821, 
[2017] 5 C.T.C. 117, (sub nom. Birchcliffe Energy v. The Queen) 2017 D.T.C. 5056 (FC.A.), 
discussed below in §11.4.1, for an example of the application of s. 256(7)(b)(iii)(B). 


2019 Thomson Reuters Canada Limited 
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11.2.3 Reverse Takeover Share Exchanges 


Under section 256(7)(c), subject to the application of section 256(7)(a), the disposition of 
shares of a particular corporation by two or more persons (the "transferors") in exchange for 
shares of another corporation (the "acquiring corporation") will result in an acquisition of 
control of the acquiring corporation and of each corporation controlled by it immediately 
before the share exchange unless one of the following two exceptions applies: 


¢ the two corporations were related to each other immediately before the exchange 
(otherwise than by reason of a right referred to in section 251(5)(b)), or 


¢ the transferors, as a group, would not acquire a sufficient number of shares of the 
acquiring corporation on the share exchange to, if the transferors were a single 
hypothetical person, acquire control of the acquiring corporation. 


The Technical Notes to section 256(7)(c) published by the Department of Finance indicate 
that the purpose of the provision is to deem an acquisition of control to occur in reverse 
takeover transactions. The Notes provide the following two examples: 


EXAMPLE A 


An individual, Mr. X, owns all the shares of a corporation (Lossco) which have a total fair market value of 
$100,000. A profitable public corporation (Pubco) that is not controlled by any person or group of persons 
wishes to gain access to Lossco's non-capital loss carryforward. If Pubco were to acquire the shares of 
Lossco from Mr. X, various stop-loss rules in the Act would limit the deductibility of those losses. Instead, 
the shareholders of Pubco transfer their shares of Pubco to Lossco in exchange for shares of Lossco worth 
$10,000,000. Mr. X relinquishes control of Lossco as a result of the exchange. 


The transaction would result in an acquisition of control of Pubco by Lossco. However, since 
Pubco is widely held and has no controlling shareholder or group of shareholders, without 
the deeming rule in section 256(7)(c) there would be no acquisition of control of Lossco. By 
virtue of section 256(7)(c), control of Lossco is deemed have been acquired by a person or 
group of persons on the basis that if the Lossco shares issued to the Pubco shareholders had 
been acquired by one person, that person would have acquired control of Lossco. 


EXAMPLE B: 


Assume the same facts as in example A except that, instead of transferring their shares of Pubco to 
Lossco in a share-for-share exchange, the shareholders of Pubco receive shares of Lossco in 
consideration for the disposition of their shares of Pubco on a triangular amalgamation or merger of 
Pubco and a wholly-owned subsidiary of Lossco. 


This example is also covered by section 256(7)(c): on the amalgamation, the Pubco 
shareholders exchanged their Pubco shares for Lossco shares and the Pubco shareholders 
collectively acquired sufficient Lossco shares such that, were these shares acquired by a 
single person, control of Lossco would be acquired. This example is also essentially the same 
as the example considered by CRA in Income Tax Folio S4-F7-C1, at paragraph 1.50. 


Section 256(7)(b)(i) might be read to support a conclusion that there was no acquisition of 
control of Lossco: there was an amalgamation and the facts are not encompassed within 
section 256(7)(b)(i). However, while section 256(7)(c) requires an exchange of shares, 
despite the use of the term "acquiring corporation" it does not require that the acquiring 
corporation actually acquire the shares of another corporation, only that shares of the 
acquiring corporation (in this case, Lossco) be received in exchange for shares of the 
particular corporation (in this case, Pubco). Moreover, section 256(7)(c) is not subject to 
section 256(7)(b),22 and the example does involve Pubco shareholders disposing of their 
Pubco shares (albeit in the context of the amalgamation) in exchange for shares of Lossco. 


FOOTNOTES 


33 although it is subject to s. 256(7)(a). 
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11.2.4 SIFT Reverse Takeover Transactions 


Section 256(7)(c.1) deals with reverse takeover transactions involving a "SIFT trust," "SIFT 


partnership," or "real estate investment trust" (a "REIT"),24 intended to parallel the rules in 
section 256(7)(c). 


Subject to the application of section 256(7)(a), the acquisition by two or more persons of 
shares of a corporation (the "acquiring corporation") in exchange for or upon a redemption 
or surrender of interests in, or on a distribution from, a SIFT trust, SIFT partnership or REIT, 
will result in an acquisition of control of the acquiring corporation and each corporation 
controlled by it immediately before the share acquisition unless one of the following three 
exceptions is met: 


* a person that is "affiliated" (such status to be determined without reference to the 
definition of "controlled" in section 251.1(3))32 with the SIFT trust, SIFT 
partnership, or REIT (a "relevant person") owned shares of each of the corporations 
having a total fair market value of more than 50% of the fair market value of all of 
the issued and outstanding shares of that corporation at all times during the period 
that begins on the latest of July 14, 2008,2© the date the corporation came into 
existence, and the time of the last acquisition of control of the corporation by a 
relevant person, and ends immediately before the share acquisition, 


¢ if all of the "securities" (as defined in section 122.1(1))32 of the acquiring 
corporation that were acquired as part of the series of transactions or events were 
acquired by one person, that person (A) would not control the acquiring corporation 
and (B) would have acquired securities of the acquiring corporation having a fair 
market value of not more than 50% of the fair market value of all of the issued and 
outstanding shares of the corporation, or 


* section 256(7)(c.1) previously applied to deem an acquisition of control of the 
acquiring corporation as part of the same series of transactions or events.28 


Section 256(7)(c.1) applies for transactions undertaken after 4 p.m. EST on March 4, 
2010.32 The SIFT trust, SIFT partnership, or REIT and the acquiring corporation can also 
elect, within a prescribed time, for the provision to apply to transactions undertaken in the 
preceding period beginning July 14, 2008. 


The Department of Finance Technical Notes provide the following example of the application 
of the first exception, in section 256(7)(c.1)(i): 


A SIFT partnership has held at all times after July 14, 2008 all of the shares of Aco, which in turn has 
owned at all times after July 14, 2008 all of the shares of Opco. The interests in the SIFT partnership 
consist of publicly-traded LP units, and GP units held by GPco. 


Aco acquires all of the shares of GPco and all of the outstanding LP units in exchange for shares of Aco. 
The shares of Aco held by LP are redeemed in exchange for its interest in Opco. Subject to subparagraph 
256(7)(c.1)(i) to (iii), paragraph 256(7)(c.1) would apply to deem there to be an acquisition of control of 
Aco and Opco. 


That is, the holders of LP units will acquire Aco shares in exchange for their interests in the 
SIFT partnership, a transaction described in the preamble of section 256(7)(c.1). 


Subparagraph 256(7)(c.1)(i) recognizes that the continuity of ownership of Aco and Opco has been 
preserved over the course of the reorganization of the SIFT partnership's business and, as a result, will 
cause paragraph 256(7)(c.1) not to apply to deem an acquisition of control of either corporation to arise 
solely because of that reorganization. 


As the example makes clear, section 256(7)(c.1)(i) does not require that a single "relevant 
person" own shares of each corporation. The test is met in the above example because, 
immediately before the share acquisition, Aco (which is affiliated with the SIFT partnership 
under sections 251.1(4)(b) and 251.1(1)(b)(i)) owned more than 50% of Opco, and the SIFT 
partnership (which is affiliated with itself under sections 251.1(4)(b) and (a)) owned more 
than 50% of Aco. 


FOOTNOTES 


34ugTRT" stands for "specified investment flow-through," and generally comprises publicly-listed 
income funds, which became taxable generally as corporations beginning in 2011 under the 
SIFT legislation announced by the Department of Finance on October 31, 2006. "SIFT trust" is 
defined in s. 122.1(1), which definition is read, for purposes of s. 256(7)(c.1), without the 
limitation in s. 122.1(2) for taxation years of trusts that end before 2011. "SIFT partnership" is 
defined in s. 197(1), which definition is read without the limitation in s. 197(8) for taxation years 
of partnerships that end before 2011. A SIFT trust or partnership is, generally, a trust or 
partnership that is resident in Canada, that is publicly listed and that holds "non-portfolio 
property," consisting of, generally, securities of an entity that represent more than 10% of the 
votes and value of all securities of the entity, Canadian real or resource property that 
constitutes more than 50% of the equity value of the trust or partnership, or property that the 
trust or partnership uses in the course of carrying on a business in Canada. "Real estate 
investment trust" is defined in s. 122.1(1). The REIT definition is complex and surprisingly 
restrictive. Very generally, a REIT is a trust that holds no non-portfolio property other than real 
property or securities of an entity that holds real property, substantially all of the revenue of 
which is passive income or capital gains from the disposition of real property and that derives a 
substantial portion of its value from real property. 


35See §2.5 for a discussion of the meaning of the term "affiliated." The exclusion of the definition 
of "controlled" in s. 251.1(3) means that control is to be read in s. 256(7)(c.1) as de jure control 


only. 


36ruIy 14, 2008 being the date that the legislation dealing with the conversion of SIFT trusts and 
partnerships was first released by the Department of Finance. 


37The definition is very broad, and includes all rights conferred by a particular entity or an 


affiliated entity to receive all or part of the capital, revenue or income of the particular entity, or 
interest paid or payable by the particular entity. 


38Se¢ §8.2.2(b) for a discussion of the phrase "series of transactions or events." 


390ther than transactions the parties of which are obliged to complete under the terms of an 
agreement (which agreement does not allow a party to terminate the agreement as a result of 
an amendment to the Act) in writing between the parties entered into before that time. 
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11.2.5 Other Share Exchanges 


Sections 256(7)(d) and (e) both act as relieving provisions in that they deem control of a 
corporation not to have been acquired solely as a result of certain share exchanges. Section 
256(7)(d) deems control of a corporation not to have been acquired as a result of a share 
exchange where the person or group of persons that controlled the corporation before the 
exchange continues to control the corporation after the exchange. In particular, where 
shares of a particular corporation are disposed of to another corporation (the "acquiring 
corporation") in exchange for consideration that includes shares of the acquiring 
corporation, there will not be an acquisition of control of the particular corporation (or any 
corporation controlled by it immediately before the exchange) solely because of the 
disposition where, immediately after the disposition, both corporations are controlled by a 
person or group of persons that: 


¢ controlled the particular corporation immediately before the disposition, and 


¢ did not, as part of the series of transactions or events that includes the disposition, 
cease to control the acquiring corporation.42 


Section 256(7)(d) does not require that the consideration given in exchange for the 
particular corporation shares be limited to shares of the acquiring corporation. That is, 
while the consideration must include shares of the acquiring corporation, it might also 
include cash, debt, or another consideration. 


Section 256(7)(e) is intended to accommodate circumstances in which the acquiring 
corporation already holds shares of the particular corporation and share acquisitions under 
a plan of arrangement. It also excludes, generally, fixed-value non-voting shares for purposes 
of determining whether all of the shares of the particular corporation are owned by the 
acquiring corporation. 


More particularly, section 256(7)(e)(i) provides that there will not be an acquisition of 
control of a particular corporation, and each corporation controlled by it immediately before 
the share acquisition, where the acquiring corporation acquires shares (which need not be 
all of the shares) of the particular corporation solely for shares of the acquiring corporation 
and, immediately after the acquisition of the shares: 


¢ the acquiring corporation owns all of the shares of the particular corporation 
(determined without reference to shares of a specified class within the meaning of 


section 88(1)(c.8))44 (section 256(7)(e)(i)(A)); 


¢ the acquiring corporation is not controlled by any person or group of persons 
(section 256(7)(e)(i)(B)); and 


¢ the fair market value of the shares of the particular corporation owned by the 
acquiring corporation is not less than 95% of the fair market value of all the 
acquiring corporation's assets (Section 256(7)(e)(i)(C)). 


Plans of arrangement are dealt with in section 256(7)(e)(ii), under which there will not be an 
acquisition of control of a particular corporation (or any corporation controlled by it 
immediately before the share acquisition) where the acquiring corporation acquires shares 
of the particular corporation solely for shares of the acquiring corporation, any of sections 


256(7)(e)(i)(A) to (C) do not apply, and the acquisition occurs as part of a plan of 


arrangement that, on completion,#2 results in: 


¢ the acquiring corporation (or a new corporation formed on the amalgamation of 


the acquiring corporation and a "subsidiary wholly-owned corporation"42) owning 
all of the shares of the particular corporation (determined without reference to 
shares of a specified class within the meaning of section 88(1)(c.8)) (section 256(7) 


(e)(4i)(A)); 


¢ the acquiring corporation (or the new corporation) not being controlled by any 
person or group of persons (section 256(7)(e)(ii)(B)); and 


¢ the fair market value of the shares of the particular corporation owned by the 
acquiring corporation (or new corporation) being not less than 95% of the fair 
market value of all of the assets of the acquiring corporation (or new corporation) 
(section 256(7)(e)(ii)(C)). 


These rules apply in respect of shares acquired after 1999.44 


FOOTNOTES 


401y Technical Interpretation, CRA Document 2004-0092261E5, dated September 29, 2004, CRA 
indicated that s. 256(7)(d) would apply to deem control of a corporation not to have been 
acquired where two unrelated 50% shareholders transferred the shares of the corporation to a 
newly incorporated holding company under s. 85(1) and each received as consideration therefor 
50% of the shares of the holding company, on the basis that both corporations would have been 
controlled by the same group of persons before and after the share exchange. This is consistent 
with CRA's position that unrelated shareholders of a closely-held corporation will generally act 
together to control the corporation. See §2.1.1(b) for a discussion of this position. This example 
illustrates the limitations of s. 256(7)(c). While it would apply to these facts to deem there to be 
no acquisition of control of the new holding corporation (s. 256(7)(c)(ii)), it does not extend to 
the corporation transferred to that holding corporation because, while it was controlled by the 
holding corporation immediately after the share exchange, it was not controlled by it 


immediately before the exchange. Both ss. 256(7)(c) and (d) are necessary to avoid the 
acquisitions of control that would otherwise result. 


41 specified shares are defined as non-voting shares having full paid-up capital, a fixed redemption 
value not greater than the fair market value of the consideration paid for the shares plus unpaid 
dividends, and no right to convert into shares other than shares of a specified class. 


42Thus, the conditions stipulated in ss. 256(7)(e)(ii)(A) to (C) may not be satisfied during the 


course of the steps that constitute the plan of arrangement, but they must be satisfied on 
completion of the plan of arrangement. See §1.2 for a description of plans of arrangement. 


43 Defined in s. 248(1) as a corporation all of the issued shares of which (except for directors’ 
qualifying shares) belongs to the corporation of which it is a subsidiary. 


s4with respect to the previous version of s. 256(7)(e), CRA had expressed the view that the 


exercise of a statutory shareholder dissent right will not, where the relevant corporate statute 
provides that dissenting shareholders cease to have any rights as shareholders other than the 
right to be paid the fair market value of their shares, disqualify a share exchange from the 
application of s. 256(7)(e) by reason only of the non-share consideration received by the 
dissenting shareholders. See Technical Interpretation, CRA Document 2001-0091465, dated July 
30, 2001. 
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11.2.6 SIFT Trust Conversions 


Section 256(7)(f) was enacted as part of the package of legislation aimed at facilitating the 
reorganization of SIFT trusts into corporations on a tax-deferred basis. Where shares of a 
corporation are distributed by one trust (the "distributing trust") to another trust (the 
"particular trust"), the particular trust will be deemed not to acquire control of the 
corporation because of the distribution if the following conditions are met: 


¢ the sole beneficiary of the distributing trust is the particular trust; 
* the distribution is a "SIFT trust wind-up event" as defined in section 248(1);42 


¢ the particular trust is described in paragraph (c) of the definition of "SIFT trust 
wind-up event" in section 248(1); 


¢ the particular trust would otherwise acquire control of the corporation solely 
because of the distribution; and 


¢ the distributing trust controlled the corporation immediately before the 
distribution. 


Section 256(7)(g) ensures that there is not an acquisition of control of a particular 
corporation*® on a distribution of shares of that corporation to another corporation where 
the distribution occurs on the wind-up of a SIFT trust. More particularly, section 256(7)(g) 
applies to deem there to be no acquisition of control where a corporation (the "acquiring 
corporation") acquires shares of a corporation on a distribution that is a SIFT trust wind-up 
event of a SIFT trust where: 


¢ the only beneficiary of the trust immediately before the distribution is the 
acquiring corporation; 


¢ the trust controlled the distributed corporation immediately before the 
distribution; 


* as part of the series of transactions under which the acquiring corporation became 
the only beneficiary of the trust, two or more persons acquired shares of the 
acquiring corporation in exchange for their interests as beneficiaries of the trust; 
and 


¢ if all of such shares acquired in exchange for interests in the trust had been 
acquired by one person, that person would control the acquiring corporation and 


have acquired shares of the acquiring corporation with a fair market value of more 
than 50% of the fair market value of all of the shares of the acquiring corporation. 


The Department of Finance Technical Notes provide the following example of the application 
of section 256(7)(g): 


Trust A, a SIFT trust, owns 100% of the shares of Aco, which in turn owns 100% of the shares of Cco. Bco 
is a corporation none of the shareholders of which is Trust A or person affiliated with Trust A. On July 1, 
2010, Bco acquires from Trust A's unitholders all of the outstanding units of Trust A. As consideration for 
the trust units acquired, Bco issues to Trust A's unitholders shares of its capital stock carrying 51% of the 
votes of Bco. Trust A undergoes, on July 2, 2010, a SIFT trust wind-up event, and distributes its shares of 
Aco to Bco. 


Paragraph 256(7)(g) of the Act will apply to deem there to be no acquisition of control of either Aco or Cco 
on the distribution.42 


The Technical Notes also note that, notwithstanding that there will be no acquisition of 
control of Aco or Cco by virtue of section 256(7)(g), since the SIFT trust's unitholders 
acquire 51% of the voting shares of Bco, which was not affiliated with the SIFT trust in the 
relevant period before the acquisition, section 256(7)(c.1) would apply to deem there to be 
an acquisition of control of Bco on the acquisition of its shares by the Trust A unitholders. 


FOOTNOTES 


45 That is, a distribution to a taxpayer by a Canadian resident trust where: (a) the distribution 


occurs before 2013; (b) the distribution results in a disposition of all of the taxpayer's interest as 
a beneficiary of the trust; (c) the trust is either (i) a trust that was a SIFT trust in the period 
from October 31, 2006 to July 14, 2008; (ii) a trust the only beneficiary of which for the period 
beginning on July 14, 2008 and ending at the time of the distribution is a "SIFT wind-up entity" 
(defined in s. 248(1)) or a trust described in this (c) that is resident in Canada, or (iii) a trust the 
only beneficiary of which at the time of the distribution is another trust that was, throughout the 
period, resident in Canada, a SIFT trust, or a trust described in (c)(ii) above and, generally, had 
a beneficial interest in the trust entitling it to more than 25% of the income or capital of the 
trust; (d) the trust ceases to exist after the distribution or series of distributions; and (e) the 
property distributed was not acquired by the trust as a result of certain specified rollover 
transactions or from a mutual fund or a person other than SIFT wind-up entity after February 2, 
2009. 


461 ike section 256(7)(a)(iii), this provision does not appear to apply to subsidiaries of the 
corporation: the particular trust would acquire control of the corporation and any other 
corporation controlled by the corporation as a result of the distribution but the exclusion applies 
only to the corporation the shares of which are the subject of the distribution. However, see 
infra note 47. 


47it is interesting that these Technical Notes state that there is an acquisition of control of neither 
Aco nor Cco although, on its face, s. 256(7)(g) only applies to the corporation the shares of 
which are acquired, not the shares of corporations controlled by that corporation immediately 
before the acquisition. Nonetheless, this clearly is the appropriate result and presumably a 
similar analysis could apply to s. 256(7)(a)(iii) and s. 256(7)(f). 
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11.2.7 Corporation Without Share Capital 


For purposes of sections 256(7) and 256(8) (discussed at §11.4.3 below), a corporation 
without share capital is deemed under section 256(8.1) to have a single class of shares held 
by the participants in the corporation. The number of shares deemed to be held by each 
participant is the number the minister considers reasonable in the circumstances, having 
regard to the total number of participants and the nature of their participation. 


2019 Thomson Reuters Canada Limited 
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11.2.8 Change of Trustee 


It is generally accepted that the trustees of a trust control any corporation controlled by the 
trust. This is based, at least in part, on section 104(1) which provides that "a reference [in 
the Act] to a trust or estate ... shall, unless the context otherwise requires, be read to 
include a reference to the trustee, executor, administrator, liquidator of a succession, heir or 
other legal representative having ownership or control of the trust property . . .". Where 
there is more than one trustee of a trust, the determination of which trustee(s) has control of 
the corporation will depend upon the relevant facts, including the terms of the trust 


agreement.42 


S. 256(7)(i) provides that, where a trust controls a corporation, a change in trustee (or legal 
representative) having control of the trust property is deemed not to constitute acquisition 
of control provided that (i) the change is not part of a series of events or transactions which 
includes a change in the beneficial ownership of the trust's property, and (ii) no distribution 
of income or capital of the trust depends on the exercise, or failure to exercise, any 
discretionary power. It does not, however, address the situation in which there are more 
than one trustees and only one, or a minority of the trustees change. 


Prior to the enactment of this provision in 201442, CRA had22 expressed the view that, 
where an inter vivos trust controls a corporation, a change of one or more of the three 
trustees of the trust would, in the absence of evidence to the contrary (including the terms of 
the trust), give rise to an acquisition of control of the corporation. The fact that decisions of 
the trust were made by a majority of the trustees was not considered relevant to this 
determination. An exception was made, in Interpretation Bulletin IT-302R3,2! in the case of 
a replacement of an executor, administrator or trustee of an estate (but not an inter vivos 
trust) as a result of that person's death or inability to fulfill his or her functions, although 
CRA indicated that this position was based on previous wording of section 256(7)(a) and so 
may be relied on only until the Bulletin is amended.22 CRA has also indicated that where the 
new trustee is related to the old trustee, section 256(7)(a) may apply to deem there to be no 
acquisition of control.22 


CRA based its position in part on the decision of the Supreme Court in Consolidated Holding 
Co. v. Minister of National Revenue, in which the Court held that, in the case of a trust 
with three trustees and a trust document that provided for majority decisions, two of the 
three trustees could combine to control the votes attaching to shares held by the trust. On 
this basis, in order for a change of trustees to result in an acquisition of control, the new 
group of trustees must constitute a controlling group. CRA took the view that, given three 


trustees: 


in the absence of evidence to the contrary, we would consider there to be a presumption that all of the 
trustees would constitute a group that controls the corporation. We took this view because we believed 
that the fiduciary obligation that each of the trustees would have to act in the best interests of the 
beneficiaries of the trust would make it unlikely that two trustees could properly act together to control a 


corporation, to the exclusion of a third trustee.22 


CRA's position does not appear to be supported by Consolidated Holding (in which the Court 
held only that two of the three trustees were in a position to control), and in any case is likely 
not correct under trust law. While a trustee may have a "community of interest" with other 
trustees, in the sense that each trustee has a fiduciary duty towards the beneficiaries of the 
trust, that duty must be exercised independently, including, where necessary, against other 


trustees.2& 


FOOTNOTES 


48 income Tax Folio S1-F5-C1, paragraph 1.48, dated November 26, 2015. 

495 fective March 21, 2013. 

5 see Technical Interpretation, CRA Document 2004-0087761E5, dated May 24, 2005. 
31 supra note 7 at paragraph 10. 


520RA Round Table, 2007 STEP Conference, Q. 12, CRA Document 2007-0240431C6, dated June 
8, 2007. Section 256(7)(a)(ii) formerly referred to an acquisition of control by "an executor, 
administrator or trustee of an estate who acquired the shares by virtue of the death of any other 
person." 


53CRA Round Table, 2011 STEP Conference, Q. 17, CRA Document 2011-0401931C6, dated June 
3, 2011. 


54 Consolidated Holding Co. v. Minister of National Revenue, 1971 CarswellNat 321, 1971 
CarswellNat 379, [1972] C.T.C. 18, 72 D.T.C. 6007 (S.C.C.). 


22Income Tax Technical News No. 34, dated April 27, 2006. See also Income Tax Technical News 
No. 38, dated September 22, 2008. 


see, for example, Donovan M. Waters, Waters' Law of Trusts in Canada, 3rd ed. (Toronto: 
Carswell, 2005), ch. 3, part IA. 
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11.2.9 Loss Restriction Event in a Controlling Trust 


Where a trust, or a group of persons of which the trust is a member, controls a corporation 
and, at any time after September 12, 2013, the trust is subject to a loss restriction event, 
section 256(7)(h) deems control of the corporation (and any corporation controlled by it) to 
have been acquired at the time of the loss restriction event by a person or group of persons. 
The Department of Finance Technical Notes state that this is intended to address the use of 
a trust as a "blocker" between a corporation and its indirect owners to avoid an acquisition 
of control when the owners change. 


Section 251.2(2) provides that a trust will be subject to a loss restriction event at any time 
after March 20, 2013 and after the creation of the trust when a person becomes a "majority- 
interest beneficiary" or a group of persons becomes a "majority-interest group of 
beneficiaries". A "majority-interest beneficiary" is a beneficiary the fair market value of 
whose interest, together with the interests of persons with whom the beneficiary is 
affiliated, in either the income or the capital of the trust exceeds 50% of the fair market 
value of all such interests in the trust.24 "Majority-interest group of beneficiaries" is as 
defined in section 251.1(3) — a group of persons, each of whom is a beneficiary of the trust, 
such that, if one person held all the interests of the group, that person would be a majority- 
interest beneficiary and, if any member of the group were not a member, the group would 
not meet the test. 


Two anti-avoidance rules in section 251.2(4) extend the circumstances in which a person 
becomes a majority-interest beneficiary. Firstly, under section 251.2(4)(a), if a corporation, 
partnership or trust is itself a majority-interest beneficiary of a trust and becomes a 
subsidiary22 of another person (the "acquirer"), a notional person is deemed to become a 
majority-interest beneficiary, subject to two exceptions: 


(a) the acquirer and the trust are affiliated immediately before the relevant time; or 


(b) section 251.2(4)(a) had already applied in the course of the corporation, trust or 
partnership becoming a subsidiary of the acquirer. 


Secondly, section 251.2(4)(b) provides that if, at a particular time, two or more persons, as 
part of a series of transactions or events acquire equity22 in the trust from a corporation, 
partnership or trust (the "target") in exchange for, or on a redemption or surrender of equity 
of, or on a distribution from, the target, the person is deemed to become a majority-interest 
beneficiary, subject to three exceptions: 


(a) a person affiliated with the target was, immediately before the particular time, a 


majority-interest beneficiary of the trust; 


(b) a hypothetical person acquired all of the interests in the trust acquired at or 
before the particular time as part of the series, the hypothetical person would not be 
a majority-interest beneficiary of the trust; or 


(c) section 251.2(4)(b) had already applied to deem a person to be a majority-interest 
beneficiary of the trust. 


The Department of Finance Technical Notes state that section 251.2(4)(b) is intended to 
apply to reverse takeovers. 


Section 251.2(3) contains a number of relieving provisions which deem certain transactions 
to not give rise to a loss restriction event for a trust, as follows: 


(a) the acquisition of equity of the trust from an affiliated person, from a person 
affiliated with the trust, by an estate on the death of the individual whose death gave 
rise to the estate or by a person from the estate of an affiliated person; 


(b) a variation of the terms of the trust and certain other transactions under the 
terms of the trust, generally provided that majority-interest beneficiaries or 
members of a group of majority-interest beneficiaries after the transaction were 
affiliated with the trust before the transaction; 


(c) the transfer of the equity of the trust to another trust, corporation or partnership, 
provided that the only consideration for the transfer is a trust interest, partnership 
interests or shares (as the case may be), the acquiring entity had no or only nominal 
property before the transfer and, immediately after the transfer, the acquirer cannot 
be a subsidiary®2 of any person or, if a corporation, controlled de jure or de facto by 
any person or group of persons;&! 

(d) the transfer of the equity of the trust to another trust, partnership or corporation 
(the "acquirer") if there was a majority-interest beneficiary or a majority-interest 
group of beneficiaries of the trust immediately before the transfer and, immediately 
after the transfer, the beneficiary or group, and no other person, (i) if the acquirer is 
a corporation, has de jure or de facto control of the corporation, (ii) if the acquirer is 
a partnership, is a majority-interest partner, or a majority-interest group of partners, 
of the partnership or (iii) if the acquirer is a trust, is a majority-interest beneficiary, 


or a majority-interest group of beneficiaries, of the trust;®4 


(e) a transaction mandated by an agreement in writing entered into before March 
21, 2013; or 


(f) the acquisition or disposition of an interest in the trust, if the trust is an 
"investment fund" immediately before the relevant time and the acquisition or 
disposition is not part of a series of transactions or events that includes the trust 
ceasing to be an investment fund. of equity in a trust which is an investment fund 
and not part of a series of transactions in which the trust ceases to be an investment 
fund. 


With respect to section 251.2(3)(f), "investment fund" is defined in section 251.2(1) as a non- 
discretionary unit trust resident in Canada, units of which are qualified for distribution to 
the public as described in section 4801(a) of the Regulations. In addition, the trust must 
follow a reasonable policy of investment diversification; it must limit its undertaking to the 
investing of its funds to property; it cannot hold property used by it or a non-arm's length 
person in a business, real property or resource property; it cannot, alone or as a member of a 
group, control a corporation; and it cannot hold more than 20% of the securities of any class 
of any person, subject to a 10% fair market value de minimis rule. The last two requirements 
are subject to an anti-avoidance rule in section 251.2(5)(c) which deems them not to be 
satisfied if it can reasonably be concluded that one of the reasons for the acquisition is to 
cause the condition to be satisfied. 


FOOTNOTES 


°/tThe definition in s. 251 .1(3) for the affiliated person rules is used, with the modification that the 


person in question must be a beneficiary of the trust. 


58, "subsidiary" of a particular person is defined in s. 251.2(1), in general terms, as corporation, 


partnership or trust where the particular person, together with affiliated persons, directly or 
indirectly holds more than 50% of the fair market value of the equity of the subject person. 


22 efined under s. 251.2(1) using the definition of equity in s. 122.1(1) as an income or capital 
interest in the trust. 


69s e¢ supra note 58. 


5lthe Department of Finance Technical Notes comment that "Paragraph 251.2(3)(c), in effect, 


applies in respect of certain internal reorganizations involving the interests of all the 
beneficiaries under a trust." 


62The Department of Finance Technical Notes comment that "Paragraph 251.2(3)(d), in effect, 
applies in respect of certain reorganizations involving the interests of beneficiaries under a 
trust provided that the affected interests remain within, and there is no change in, the 
beneficiary or group of beneficiaries affiliated with the trust." 
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11.2.10 Distribution of Securities from a Trust or Partnership 


Section 256(7)(c.2) applies where, as part of a series of transactions or events, two or more 
persons have acquired securities of a corporation in exchange for, on a redemption or 
surrender of interests in, or on a distribution from, a partnership or a trust, to deem control 
of the corporation and each corporation controlled by it to have been acquired, unless one of 
three exceptions applies. Section 256(7)(c.2) is also subject to the general saving provisions 
of section 256(7)(a). The exceptions are: 


(a) a person affiliated with the trust or partnership owned, immediately before the 
relevant transaction, shares of the corporation having a fair market value more than 
50% of the fair market value of all the shares of the corporation at that time; 


(b) all the securities of the corporation acquired as part of the series, if owned by one 
person, would not cause that person to either control the corporation or to have 
acquired securities of the corporation with a fair market value greater than 50% of 
the fair market value of all of its shares; or 


(c) section 256(7)(c.1) applies, or section 256(7)(c.1) or (c.2) had previously applied, 
to deem an acquisition of control of the corporation in respect of an acquisition of 
shares that was part of the same series of transactions or events. 


For these purposes, the definition of "security" of an entity in section 122.1(1) applies. This 
is defined very broadly to be any right, absolute, contingent, present or future to receive 
income, capital or revenue of the entity or interest paid or payable by the entity. This 
includes a liability of the entity and, in the case of a corporation, a share or a right to control 
the voting rights of a share. 
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11.2.11 Bankruptcy 


An assignment in bankruptcy will not, in and of itself, result in an acquisition of control of the 
bankrupt corporation on the basis, in part, that the trustee in bankruptcy is deemed to be 


the agent of the bankrupt for purposes of the Act under section 128(1 )(a).63 


FOOTNOTES 


83See Interpretation Bulletin IT-206R, dated October 29, 1979, at paragraphs 6 to 8; Technical 
Interpretation, CRA Document 9924355, dated September 23, 1999; CRA Round Table, 
Canadian Petroleum Tax Society, CRA Document 9410860, dated June 6, 1994; and Ruling 
Document 2002-0151343, dated January 1, 2002, as amended by Supplemental Ruling 
Document 2003-0006741, dated January 1, 2003. 
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11.3 Consequences of an Acquisition of Control 


The acquisition of control of a corporation by a person or group of persons triggers the 
application of certain provisions that restrict the utilization of losses, deductions and credits 
attributable to taxation years preceding the acquisition of control in subsequent taxation 
years and the utilization of such amounts attributable to taxation years following the 
acquisition of control in taxation years preceding the acquisition of control. The general 
purpose of these rules is to restrict trading in losses and similar tax attributes between 
unrelated persons. 


2019 Thomson Reuters Canada Limited 
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11.3.1 Taxation Year-End 


Section 249(4)(a) deems the taxation year of a corporation to end immediately before, and a 
new taxation year to have commenced at the time of, a loss restriction event. A foreign 
affiliate of a Canadian taxpayer that did not carry on a business in Canada in its taxation year 
ending immediately before the acquisition of control will not be subject to the deemed year- 
end.S4 A relieving provision in section 249(4)(b) provides that, where the taxation year so 
ended would have been less than seven days, unless control of the corporation was acquired 
within the seven-day period that ends immediately before the time control is acquired, the 
corporation can elect so that the previous taxation year is extended to the time immediately 
before the acquisition of control, thereby avoiding two taxation year-ends in the same seven- 
day period.£2 This rule takes precedence over sections 249(1) and (3), and so allows a 
corporation to extend its taxation year where control of the corporation is acquired within 
seven days of the end of a corporation's taxation year.2& Section 249(4)(b) will apply in 


circumstances where the previous taxation year-end arises under section 249(3.1) as a 
67 


result of the corporation ceasing to be a Canadian-controlled private corporation.2+ 

Unless the corporation elects otherwise in its income tax return filed for the taxation year 
preceding an acquisition of control on a particular day, control will be deemed under section 
256(9) to have been acquired at the commencement of the day and not at the precise time 
that the acquisition of control occurs.£8 In Income Tax Folio $4-F7-C1,2 CRA expresses the 
view that where an acquisition of control of a corporation (the "target" corporation) takes 
place on the same day as an amalgamation of that corporation (which gives rise to a deemed 
taxation year-end under section 87(2)(a)), the target corporation will have only one deemed 
taxation year provided that no election is made under section 256(9), no time is specified in 
the certificate of amalgamation and the acquisition of control and the amalgamation are the 
only transactions occurring outside the normal course of business on the day.Z2 A 
transaction will be considered to have occurred outside the normal course of business if, for 
example, it is described in a closing agenda or other document which would describe the 
sequential order of transactions. 


Where Corporation A amalgamates with Corporation B and the shareholders of Corporation 
B control the amalgamated corporation, resulting in an acquisition of control of Corporation 
A under section 256(7)(b)(ii), two taxation years would arise. Section 256(7)(b)(ii) deems 
control of the predecessor to have been acquired immediately before the amalgamation 
resulting in a year-end immediately before that time followed by a year-end resulting from 


the amalgamation itself, contemporaneous with the time control is acquired.21 


After an acquisition of control, section 249(4)(a) permits a corporation to adopt a new fiscal 
period (different from that ending on the anniversary of the acquisition of control if the 
corporation so chooses) without the concurrence of the minister as would otherwise be 
required under section 249.1(7). 


FOOTNOTES 


64The corporation's cost of the shares of the foreign affiliate may, however, be reduced under s. 
111(4)(c) and the affiliate's exempt surplus balance may be reduced under s. 5905(5.2) of the 
Regulations. See §§11.3.5 and 11.3.14. 


®5section 249(4)(b) is expressly subject to the deemed taxation years arising under ss. 128(1)(d) 
(bankruptcy), 128.1 (immigration and emigration), 146.6(1)(a) (becoming or ceasing to be a 
financial institution) and 149(10)(a) (becoming or ceasing to be a tax exempt). 


6650, for example, if a corporation's normal year-end is December 31, but there is an acquisition 
of control of the corporation on January 6, 2017 and the corporation makes the appropriate 
election, the corporation's 2016 taxation year will end on January 5, 2017 not December 31, 
2016, with the result that it will have no taxation year-end in calendar 2016. See CRA Document 
2011-0416871E5, dated February 2, 2012. 


87 Technical Interpretation, CRA Document 2010-0388101E5, dated December 8, 2010. Section 


249(4)(b) will not apply, however, where the taxation year-end on the acquisition of control 
precedes a second year-end. Where the second taxation year-end arises under s. 249(3.1), s. 
249(3.1)(c) (which parallels s. 249(4)(b)) will not be available, since it, like s. 249(4)(b), does not 
apply where an acquisition of control occurs in the seven-day period. See Technical 
Interpretation, CRA Document 2011-0424446E5, dated December 2, 2011. 


58There are several provisions in the Act that contain other rules associated with the time at 


which control is acquired for particular purposes: see, for example, ss. 55(3.2)(g), 55(5)(e), 
88(1)(c.6) and 88(1)(c.6) and s. 6204(4) of the Regulations. 


89 supra note 28, at paragraph 1.19. 


101y CRA Document 2014-052731E5, the CRA ruled that a same day amalgamation following an 
acquisition of control will give rise to two taxation year ends, if, on the day of closing, out of the 
normal course of business transactions occur. 


71tmcome Tax Folio S4-F7-C1, paragraph 1.20, supra note 28. Section 249(4)(b) would be of no 
assistance because the acquisition of control year-end would immediately precede the year-end 
arising from the amalgamation itself. 
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11.3.2 Expiration of Net Capital Losses 


Ordinarily, under section 111(1)(b) of the Act, a corporation that has incurred a net capital 
loss in a taxation year is entitled to carry forward and deduct that loss against taxable 
capital gains realized in any subsequent year or carry the loss back and deduct it against 
taxable capital gains realized in any of the three preceding taxation years. However, by 
virtue of sections 111(4)(a) and (b), where control of a corporation is acquired by a person or 
a group of persons (i.e., where the corporation is subject to a "loss restriction event" as 
defined in section 251.2(2), net capital losses realized in taxation years preceding the 
acquisition of control including the taxation year deemed to end immediately before the 
acquisition of control (in this chapter, each a "pre-control year") are not deductible in 
computing taxable income in a taxation year ending after the acquisition of control (in this 
chapter, each a "post-control year") and net capital losses realized in post-control years 
cannot be carried back to a pre-control year. Therefore, with the exception of applying such 
losses to offset a forgiven amount that arises in a post-control year in respect of certain debt 


obligations in the limited circumstances permitted by section 80 (see §11.3.8), a 


corporation's unutilized net capital losses expire upon an acquisition of control of the 


corporation. However, as discussed below, these losses may be used to "step up" the 
adjusted cost base of capital assets with accrued gains (see §11.3.6). 


FOOTNOTES 


72Net capital losses realized before the acquisition of control will include those deemed realized 


pursuant to section 111(4)(c), discussed at §11.3.5(a), and those that become unsuspended 
pursuant to s. 40(3.4), discussed at §11.3.5(f). 


01 JUL 2023 PAGE 892 


Taxation of Corporate Reorganizations Third Edition 
11 — ACQUISITIONS OF CONTROL 
11.3 Consequences of an Acquisition of Control 
11.3.3 Expiry of ABILs 


11.3.3 Expiry of ABILs 


An "allowable business investment loss," or "ABIL," is a capital loss arising, generally, on the 
disposition of shares or debt of a "small business corporation" to an arm's length person or 
under the deemed disposition rule in section 50(1).22 ABILs are generally treated as non- 
capital losses in the year in which they are incurred and the following 10 years,“ by virtue 
of section E(c) of the definition of non-capital loss in section 111(8). At the end of the ten 
years, they become net capital losses under section C(a) of the definition of net capital loss 
in section 111(8). However, section C(c) of the definition of net capital loss provides that an 
ABIL arising prior to an acquisition of control is not added to the corporation's net capital 
loss for any post-control year. Thus, if the acquisition of control of a corporation occurs after 
the corporation realizes an ABIL, that ABIL will not be added to the corporation's net capital 
loss at the end of 10 years. 


Moreover, sections 111(5)(a) and (b) provide that non-capital losses may be carried forward 
or back across an acquisition of control only to the extent that they are losses from a 
business (see §11.3.4). While an ABIL may be treated as a non-capital loss, it remains a loss 
from the disposition of property and thus cannot be carried forward from a pre-control year 
to a post-control year or back from a post-control year to a pre-control year. Consequently, 
ABILs, like net capital losses, expire on an acquisition of control (except for the limited 
purposes discussed in §§11.3.6 and 11.3.8). 


FOOTNOTES 


73Se¢@ ss. 39(1)(c) and 38(c). 


74 Effective for losses that arise in taxation years that end after March 22, 2004. Losses incurred 
before that time had a seven year limitation. 
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11.3.4 Streaming of Non-Capital Losses and Farm Losses 
"Non-capital losses" and "farm losses" incurred by a corporation can generally be carried 
forward and deducted in the computation of a corporation's taxable income for 20 taxation 
years immediately following the taxation year in which the loss is incurredZ® and carried 
back and deducted in computing taxable income in the three preceding taxation years 
pursuant to sections 111(1)(a) and (d), respectively. Absent an acquisition of control of the 
corporation, this loss carryover is permitted without regard to whether the loss was incurred 
in earning income from a business, from property or from another source and without 
regard to whether the activity giving rise to the loss continues to be carried on by the 


corporation. The only limitations on the deduction of a non-capital loss24 incurred by the 
corporation are that (i) the deduction must be made within the carry-over period,Z8 (ii) the 
non-capital loss must not have otherwise been deducted,Z2 and (iii) a non-capital loss 
incurred in a particular taxation year may not be deducted until all non-capital losses from 
prior taxation years that are deductible have been deducted.22 


However, once there has been an acquisition of control of the corporation, the 
circumstances in which a non-capital loss incurred in a pre-control year may be carried 
forward for deduction in a post-control year are significantly limited.24 Indeed, depending 
on the nature of the non-capital loss, following the acquisition of control it may cease to be 
available for carry forward or it may continue to be available but only on a limited, or on 
what is commonly called a "streamed," basis. 


Section 111(5)(a) contains the basic rule: if at any time there has been an acquisition of 
control of a corporation by a person or group of persons, no amount in respect of the 
corporation's non-capital loss®2 for a taxation year ending before that time is deductible by 
the corporation for a taxation year ending after that time and no amount in respect of its 
non-capital loss for a taxation year ending after that time is deductible by the corporation for 
a taxation year ending before that time. Thus, absent a specific exception, the overriding 
principle is that a pre-control year non-capital loss®2 may be deducted only in a pre-control 
year and a post-control year non-capital loss may be deducted only in a post-control year.84 


The exceptions are of two types: (i) exceptions that, despite the overriding principle, permit 


the non-capital loss to be carried over, albeit on restricted terms and for limited purposes,22 


and (ii) an exception that, subject to certain limitations, allows the non-capital loss to be 
converted into undepreciated capital cost or adjusted cost base, which tax attributes can be 


carried forward for use in post-control years in appropriate circumstances.8& 


Section 111(5)(a)(ii) contains an important exception to the prohibition against the carry 
forward of a non-capital loss incurred in a pre-control year to a post-control year. This 
exception is often referred to as the "same or similar business" exception, and that 
expression is used in this chapter. However, that phrase, while a helpful shorthand 
description of the rule, does not capture all of the conditions that must be satisfied. 


Section 111(5)(a) provides that only that portion of a corporation's non-capital loss incurred 
in a pre-control year as may reasonably be regarded as its loss from carrying on a business 
and, where a business was carried on by the corporation in that pre-control year, such 
portion of the non-capital loss as may reasonably be regarded as being in respect of an 


amount deductible under section 110(1)(k) in computing its taxable income for the year 22 


may be deducted in a particular post-control year. Moreover, that portion of the non-capital 
loss may be deducted: 


(i) only if that business (i.e., the business in which the loss was incurred or the 
business carried on in the year the section 110(1)(k) deduction was taken) was 
carried on by the corporation for profit or with a reasonable expectation of profit 
throughout the particular post-control year; and 


(ii) only to the extent of the total of the corporation's income for the particular 
taxation year from that business and, where properties were sold, leased, rented or 
developed or services rendered in the course of carrying on that business before 
that time, from any other business substantially all the income of which was derived 
from the sale, leasing, rental or development, as the case may be, of similar 
properties or the rendering of similar services.88 
Section 111(5)(b) contains the comparable rule for the carry back to a pre-control year of a 
non-capital loss incurred in a post-control year. The conditions are essentially the same 
except that a post-control year loss may be carried back to a pre-control year only if the 
business in which the loss was incurred was carried on for profit or with a reasonable 
expectation of profit throughout both the post-control year in which the loss is incurred and 
the pre-control year in which the loss is to be deducted. Section 111(5)(a) only requires that 
the loss business be carried on with a reasonable expectation of profit in (and throughout) 
the post-control year in which it is to be deducted and not the year in which it is incurred. 


Sections 111(5)(a) and (b) contain several conditions and several expressions each of which 
is significant in determining whether an exception is available. 


FOOTNOTES 


72 Fach as defined in s. 111(8). 


76seven years for losses arising in taxation years ending before March 23, 2004, and ten years for 


losses arising in taxation years ending after March 23, 2004 and before December 31, 2005. 
Tithe limitations for farm losses are the same as for non-capital losses. 
28 Section 111(1)(a). 
9 section 111(3)(a). 


89 section 111(3)(b). 


8lthe restrictions in fact operate with respect to both the carry forward of a loss incurred in a 


pre-control year to a post-control year and the carry back of a loss incurred in a post-control 
year to a pre-control year. Although this chapter will generally only reference the carry forward 
of pre-control year losses to a post-control year, the principles described are generally also 
applicable to post-control year losses that are to be carried back to a pre-control year. 


82The restrictions in s. 111(5) applicable to non-capital losses and farm losses are essentially the 


same. 


83Non-capital losses realized in a pre-control year will include those deemed realized pursuant to 
ss. 111(5.1) to (5.4) inclusive as well as those that become unsuspended pursuant to ss. 
13(21.2), 14(12) and 18(15), all as discussed below. 


84The Court in 594710 British Columbia Ltd. v. R., 2016 TCC 288, 2016 CarswellNat 7012, 2016 
CarswellNat 12070, [2017] 3 C.T.C. 2155, 2017 D.T.C. 1004 (T.C.C. [General Procedure]), 
reversed Canada v. 594710 British Columbia Ltd., 2018 CarswellNat 5237, 2018 D.T.C. 5111 
(F.C.A.) stated, at paras. 87-88, that the Act does not generally prohibit profit trading, and on 
this ground determined that s. 111(5) does not apply where a loss corporation acquires a 
profitable corporation. 


85 sections 111(5)(a) and (b) (the former dealing with carry forward of a pre-control year loss and 
the latter dealing with the carry back of post-control year loss) discussed in this §11.3.4, and s. 
80 discussed at §11.3.8. 


86 section 111(4)(e) discussed at §11.3.6. 


87 That is, the grossed up amount of Part VI.1 tax on dividends paid on taxable preferred shares. 


88See Advance Tax Ruling, CRA Document 2011-0392171R3, dated August 24, 2012, for an 


example of the application of 111(5)(a). 
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(a) Non-Capital Losses from a Business 


Since sections 111(5)(a) and (b) require that the non-capital loss be from a business or a 


section 110(1)(k) deduction,22 not all non-capital losses may be carried forward or back 
across an acquisition of control. 


A non-capital loss incurred by a corporation in a particular taxation year is a composite of 
several items including: the sum of each loss of the corporation in that year from a business 
or property or that is an ABIL and each amount deducted in that year under sections 112 or 
113 or under certain paragraphs of section 110(1), including section 110(1)(k). From that 
sum, specified amounts are deducted, including the amount by which the corporation's total 
income for the year from each source (including taxable capital gains and taxable net gains 
net of allowable capital losses)22 exceeds deductions permitted by subdivision e of Division 
B.24 Farm losses incurred in the year and any reductions required by section 80 are also 


deducted.22 


Thus, the non-capital loss of a particular pre-control year must be divided into its component 
parts to isolate the portion thereof, if any, that is described in section 111(5)(a); that is, the 
portion of the non-capital loss, if any, that is from a business. In other words, in computing 
how much of a non-capital loss from a pre-control year may be carried forward to a post- 
control year, any portion of the non-capital loss that arises from a source that is property or 
that is an ABIL must be excluded. Similarly, any deductions taken under sections 112 and 
113 must be excluded. 


By virtue of section 4(1), a taxpayer's loss for a particular taxation year from a particular 
source is the taxpayer's loss computed in accordance with the Act on the assumption that 
the taxpayer had no income or loss during that taxation year except from that source and 
was allowed no deductions except those as may reasonably be regarded as wholly applicable 
to that source. Thus, each source must be separately identified and the income or loss from 
that source separately computed. 


Section 9 provides that a taxpayer's income from a business or property is the taxpayer's 
profit from that business or property, subject to the provisions of Part I of the Act. For these 
purposes, subdivision e of Division B of the Act provides for various deductions in computing 
income without specifying whether such deductions are to be taken in computing income 
from a particular source. Section 4(2) provides that no deductions permitted by sections 60 
to 64 apply either wholly or in part to a particular source or to sources in a particular place. 
Thus, if a corporation has deducted amounts under any of sections 60 to 64 in a particular 


pre-control year, it appears that such deductions are to be disregarded in determining 
whether the corporation has a loss from a particular business. Put another way, a loss arising 
because of deductions under those sections appears not to be a loss from a business. This 
principle is reinforced by the definition of non-capital loss: losses from an office, 
employment, business or property are reduced by the total income for the year from all 
sources net of all deductions permitted by subdivision e. In other words, deductions under 
subdivision e (or at least those permitted by sections 60 to 64) reduce income but do not 
increase the non-capital loss. 


Deductions permitted by sections 65 to 66.8, also contained within subdivision e, are not 
subject to the rule in section 4(2). Thus, those deductions (or at least some of them) may be 
considered wholly or partly applicable to a particular business. This conclusion appears to 
also be supported by section 3(c). It refers to income from all sources less the total of all 
deductions permitted by subdivision e "except to the extent that those deductions, if any, 
have been taken into account in determining the total referred to in paragraph (a)": i.e., the 
income from all sources (other than net taxable capital gains). If a corporation is a principal 
business corporation carrying on an oil and gas or mining business, one might reasonably 
expect deductions in sections 65 to 66.8 to be deductible in computing income from that 
business. This may not be the case where the deductions arise because a private investment 
corporation acquires flow-through shares entitling it to deductions in respect of resource 
expenses renounced to it. 


FOOTNOTES 


89 although a business must nonetheless have been carried on where a s. 110(1)(k) deduction has 
been made. 


20 ABILs for the year reduce the allowable capital losses deducted from taxable capital gains, 


because such ABILs are deductible in computing income. See s. 3(d). 
21 subdivision e of Division B encompasses ss. 60 to 66.8. 


22S e¢ the definition of non-capital loss in s.111(8) for more details. 


2019 Thomson Reuters Canada Limited 
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(b) "That Business" 


The identification of the particular business in which a loss was incurred in a pre-control 
year for which there is a non-capital loss22 is a critical element in determining the utility of 
that non-capital loss in a post-control year. Not only must a business be identified but it must 
be reasonable to regard some portion of the non-capital loss in that year as a loss from that 
business, or from a section 110(1)(k) deduction. 


The Act assumes that a corporation may carry on more than one income earning activity and 


may carry on more than one business. Thus, to the extent a particular corporation carries 
on more than one activity and such activities are separate businesses for purposes of the 
Act, the loss, if any, from each business must be separately identified for two reasons. First, 
a loss incurred in a pre-control year in a particular business will be deductible in a post- 
control year only if the loss business is carried on in the year in which the loss is to be 
deducted with the requisite expectation of profit. Second, such loss may be deducted only 
against the income from that business or another business that qualifies as a "similar 


business."22 


FOOTNOTES 


93 For purposes of this chapter, the phrases "that business" and "the loss business" refer to the 
particular business in which the portion of the non-capital loss in issue was incurred or carried 
on in a year in which a s.110(1)(k) deduction was taken giving rise to the loss, and the phrase 
"that loss" refers to the portion of the non-capital loss incurred in a particular year that is 
reasonably regarded as from carrying on the loss business or from the s. 110(1)(k) deduction. 


24 Section 111(5)(a)(Gii) itself expressly contemplates that there could be more than one business 
within the corporation carrying on the loss business. 


25-The term "similar business" is used as a short hand way of referring to the description in ss. 


111(5)(a)Gi) and (b)(ii), discussed at §11.3.4(f). 
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(c) One Business or Multiple Businesses 


Whether simultaneous activities of a single corporation constitute a single business or 
separate businesses is a question of fact. There is no bright line test for purposes of making 
the determination. Each case must be decided on the basis of its own facts, taking into 
account all of the circumstances. Nonetheless, the jurisprudence has outlined factors to be 
considered in determining whether business activities carried on by a single taxpayer 
constitute separate businesses. 


The leading Canadian case on this issue is Frankel Corp. v. Minister of National Revenue.2& 


The taxpayer corporation began business as a scrap metal dealer, dealing in both ferrous 
(iron-containing) and non-ferrous metal, and also smelting and alloying non-ferrous metals. 
Its operations expanded to include wrecking and salvage and later steel fabrication and 
construction activities. When the taxpayer subsequently sold its non-ferrous metal 
operations, it asserted that it sold a separate business and that the gain it realized was a 
non-taxable capital gain. This was advantageous because at that time capital gains were not 
subject to tax. The minister asserted that the sale was a taxable sale arising in the course of 
the taxpayer's single business. The Court agreed with the taxpayer. Although the non- 
ferrous metals operation was not separate in all respects from the corporation's other 
activities (there was a single board of directors, a single employee union contract, single 
pension and insurance plans and a single ultimate profit and loss statement), it had many 
distinct features, including: (i) separate sources of material and supplies; (ii) separate 
employees; (iii) separate premises; (iv) separate customers; (v) separate business names; 
and (vi) separate trademarks. There was also evidence that, as a business field, the 
operations would be regarded as separate by persons in the trade. 


More recently, in Dupont Canada Inc. v. R.,24 the Court examined the factors considered in 
Frankel, and endorsed the test set out in the English case of Scales (Inspector of Taxes) v. 


George Thompson & Co.28 as the generally accepted test for determining when a taxpayer 
has a separate business, i.e., "was there any inter-connection, any interlacing, any 
interdependence, any unity at all embracing those two businesses". The Federal Court of 
Appeal accepted the following formulation provided by the trial judge: 


there will be one business when there is an interlacing and interdependence to such a degree that there 
may be found only one income producing unit; there will be a separate business when the circumstances 
are such that the whole process by which the profit is earned is quite distinct from the others. 


In Du Pont, the taxpayer sold its explosive manufacturing division and reported the 
transaction on the basis that it was not a separate business. Thus, it asserted, it did not have 


to include recaptured CCA on the sale. The Du Pont trade name and marks were not 
transferred with the explosives division. The explosives division had separate employees and 
premises but there were key elements of integration between that division and other 
divisions. In particular, the Court emphasized that there was centralized control over three 
main elements: finance, people and technology. Functions such as research, treasury, 
payroll, human resources, industrial relations, computer systems and purchasing were all 
centrally managed, and the divisions, including the explosives division, did not have 
autonomy with respect to these important business functions. On this basis, the Court 
distinguished the Frankel case. 


The difficulty in these cases was expressly recognized by the Court in Du Pont. It 
acknowledged that an organization faces innumerable choices in how it will organize its 
affairs: it may establish each plant as a separate, stand alone business with separate 
decision-making authority in all aspects; it may organize itself as a single business with 
various divisions having no autonomy or independence at all, in which case none of the 
divisions would be a separate business; and any number of intermediary positions are also 
possible. Although DuPont had chosen an intermediary position, the Court concluded that 


the factors which favoured a single business were more substantial than those favouring 


separate businesses.22 


CRA has adopted both the Frankel factual framework and the Scales test in its published 
administrative position. In Interpretation Bulletin IT-206R,122 CRA has stated: 


2. Whether the carrying on of two or more simultaneous business operations by a taxpayer is the same 
business is dependent upon the degree of interconnection, interlacing or interdependence and the extent 
of the unity embracing the business operations. The fact that the business operations of a taxpayer are of 
different natures, for example manufacturing and selling, does not preclude them from being the same 
business if there is a sufficient interconnection, interlacing or interdependence between the operations. 


3. When determining the degree of interconnection, interlacing, or interdependence between 
simultaneous business operations, factors to be considered could include, but are not to be restricted to, 
the following: 


(a) The extent to which the two operations have common factors that may be pertinent. For example 
do the two operations have the same: processes, products, customers, services offered to customers, 
types of inventories, employees, machinery and equipment. 


(b) Whether the operations are carried on in the same premises. . . 

(c) One operation may exist primarily to supply the other... 

(d) Whether the operations have differing fiscal year-ends. 

(e) Whether the taxpayer's accounting system records the transactions of both operations as if they 
were those of one business, or whether separate complete sets of records are maintained throughout 


the year... 


CRA has reaffirmed this administrative position in various technical interpretations. 


If the only restriction in section 111(5) on the carry forward of a non-capital loss were that 
the loss be derived from a business, it would not matter whether the corporation carried ona 
single business or multiple businesses. However, a non-capital loss from a pre-control year 
may only be deducted in a post-control year if the business in which the loss was incurred is 


carried on throughout the year in which the loss is to be deducted. Where all the operations 
of a corporation are properly considered a single business, the fact that certain activities 
may have been discontinued would not, by itself, preclude the deduction of a loss from a pre- 
control year in a post-control year. However, if a particular activity is more properly viewed 
as a separate business, the discontinuance of that activity would preclude the deduction of 
the losses generated from that activity in a post-control year. 


Moreover, even where all of the activities are continued, the requirement that the losses be 
deducted only against income from the particular business in which the loss was incurred, or 
certain "similar" businesses, makes the question of whether there is one business or more 
than one an important one — unless the multiple businesses would each qualify as "similar" 
businesses. See §11.3.4(f) for a discussion of the "similar business" standard. 


Whether it will be preferable (or indeed possible) to take the position that a corporation 
carries on a single business or multiple businesses will depend on the particular 
circumstances. Where a corporation that acquires control of the loss corporation itself 
carries on a business, the income from which it seeks to deduct the losses, separate 
businesses may be a more desirable position in the context of the income test discussed at 
§11.3.4(h). Moreover, if additional operations are added to the loss business, a question may 
arise as to whether such additional operations change the existing business into a new 
business, should be treated as a business separate from the existing business, or become 
part of the business in which the loss was incurred. 


FOOTNOTES 


96 Frankel Corp. v. Minister of National Revenue, 1959 CarswellNat 281, [1959] C.T.C. 244, 59 


D.T.C. 1161 (S.C.C.). 


97 Dupont Canada Inc. v. R., 2001 CarswellNat 743, 2001 CarswellNat 5048, [2001] 2 C.T.C. 315, 
(sub nom. Du Pont Canada Inc. v. R.) 2001 D.T.C. 5269 (Fed. C.A.). 


98 scales (Inspector of Taxes) v. George Thompson & Co. (1927), 138 L.T. 331, 13 T.C. 83 (Eng. 
K.B.). 


99 Se¢@ also Blanchard v. R., 2001 CarswellNat 1657, 2001 CarswellNat 4903, 2001 G.T.C. 532 
(T.C.C. [Informal Procedure]) and Arbeau v. R., 2010 CarswellNat 1574, 2010 CarswellNat 2478, 
[2010] 5 C.T.C. 2246, 2010 D.T.C. 1203 (Eng.) (T.C.C. [Informal Procedure]). In Arbeau, an 
individual who operated an electronics repair business from his home but subsequently 
commenced work for BC Hydro as a public safety inspector (inspecting hydro poles and 
transmission lines) was found to carry on two separate businesses: "Both activities have 
something to do with electricity. But beyond that, they do not depend on each other, they are not 


interlaced and they do not dovetail into each other. The only interconnection between the two 
activities is the Appellant who performed the services required for both activities." 


100 cupra note 63. 
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(d) Continuity of That Business 


Sections 111(5)(a)(i) and (b)(i) require that, throughout the taxation year in which the loss is 
to be deducted, the corporation carry on the same business as the loss business.12 This is 
distinct from the same type of business.192 


The purpose of section 111(5) has been described as "'not the carryover of losses as such but 
the strengthening or survival of a declining business'. The Act, therefore allows one business 
that is attempting to put another business back on its feet to deduct losses, provided the 
latter business is still being operated."123 

Whether a corporation continues to carry on the loss business is a question of fact. Factors 
considered by CRA include (1) the location of the business before and after control is 
acquired; (2) the nature of the business and income-producing assets; (3) the name of the 
business; (4) the existence of dormant periods; and (5) the portion of the original business 
activities carried on post-acquisition of control, as determined by the allocation of time and 
financial resources. 1% 

In determining whether there has been a continuation of the loss business, the courts have 
examined such factors as continuity of employees, assets (machinery and stock-in-trade), 
business premises, customers and trade names, the nature of activities undertaken, the 


existence of a period of dormancy, the revenue generated and similar factors.122 However, 
none of these factors alone has been considered determinative. As noted above, it is well 
established that a corporation's business may change from time to time and changes to a 


business may or may not result in the business ceasing to be carried on.12& Where there is a 
change to the business that does not go to the essence of the business, such as a change in 


location!2 or clientele128 or a deviation in product,122 the courts have tended to find the 


same business is carried on.122 Whether the operations will be considered to have ceased 
where there has been a reduction in, or change in the nature of, the activity is determined 
entirely on the particular facts, but clearly with reference to the nature of the particular 
business.414 

Nevertheless, the availability of losses under section 111(5) typically turns on whether the 
loss business has ceased, such that the loss business is not carried on throughout the 
relevant taxation year or at all. A period of dormancy (typically coupled with a disposition of 
significant assets) is the factor that has most frequently resulted in a court concluding that 


the loss business did not continue.1/2 Changes in the nature of the product or service 


offered, reductions in the scale of the business, an expansion of the business, or an addition 
of other operations to the business have been of far less significance. Where at least some of 
the operations of the loss business have continued throughout the relevant period, the 
courts have tended to find that the "resulting" business is the same business as the "initial" 


business even where the operations have decreased to a significant extent.143 


Moreover, the integration of two businesses within a single entity does not necessarily mean 
that a different business than "that business" will be considered to be carried on by the 


single entity. For example, in Canadian Dredge & Dock Co. v. Minister of National 


Revenue,1"4 the taxpayer was engaged in marine construction business in the Maritimes 


during the loss years. Control of the taxpayer was acquired by another company in the same 
line of business. Subsequently, the taxpayer acquired the Ontario assets of its new owner. 
Control of the taxpayer changed again. During the taxation years following the second 
acquisition of control, in which the taxpayer sought to deduct its non-capital losses from 
earlier years, the taxpayer significantly reduced its operations in the Maritimes: it sold 
assets, reduced personnel from 20 to 2 or 3, moved administrative offices to a trailer site, 
and leased some unused assets to competitors. However, during those years, the Maritimes 
operation tendered, albeit unsuccessfully, on projects it could have carried out utilizing the 
taxpayer's Ontario assets and hiring from a local workforce. The minister argued that the 
taxpayer had ceased or so altered its business in the Maritimes that it could no longer be 
considered to be in the marine construction business in the Maritimes in the loss application 
years; in the minister's view, the Ontario marine construction operations were not part of the 
loss business. 


The Board found that although the Maritime operations of the taxpayer were greatly 
diminished, that fact alone did not warrant a finding that the taxpayer was not in the marine 
construction business. The Board determined that throughout the loss years and the loss 
application years the taxpayer's "only business was marine construction; that at no time did 
it cease to be engaged in the marine construction business; that the Ontario operations were 
added to the appellant's Maritime operations and become [sic] part of the business carried 


out by the appellant in the loss years."!2 The addition of the Ontario assets expanded the 
loss business; the loss business was thus continued and all of the income from the single 
"expanded" business was income from that business. In the Board's view: 


. it is necessary ... to make a distinction between the "business" of a company and the various 
operations through which the company carries on that business. 


The acquisition by [the taxpayer] of the Ontario assets in May 1971 was evidently made with a view of 
operating a marine construction business in the Great Lakes area, as had been done in the Maritimes in 
the loss years. At the beginning of the loss application year in 1971, the company was therefore carrying 
on "business" by means of two operations — one in Ontario and one in the Maritimes.11& 


Obviously, while carried on by two separate corporations, the Ontario operations and the 
Maritime operations constituted separate businesses. Nonetheless, the Board had no 
trouble concluding that two separate businesses may become a single business and 
constitute the same business as the loss business previously carried on by one corporation. 


By way of contrast, in Garage Montplaisir++“ the Court considered a situation where a 
corporation, Garage Montplaisir Ltée ("GM Ltd"), that operated a General Motors dealership 


attempted to use the losses of another corporation, Pinard & Pinard (1974) Ltée ("Pinard 
Ltd"). Pinard Ltd had operated a Ford dealership until June 1984, when it disposed of all of 
its assets and terminated all of its employees. In the same month all of the shares of Pinard 
Ltd were acquired by GM Ltd, resulting in an acquisition of control, and the corporations 
were amalgamated at the end of that year. George Pinard and his son Marcel, who had run 
the business of Pinard Ltd, were hired as employees of the amalgamated company. The 
taxpayer argued that the amalgamated company was entitled to use Pinard Ltd's pre- 
acquisition of control losses on the basis that, although all of the tangible assets of the loss 
business had been liquidated, certain intangible assets remained in the form of the 
experience and reputation of the Pinards. The Court rejected this argument, holding that the 
employment of George and Marcel Pinard was not sufficient to find that the business of 


Pinard Ltd was continued or reactivated.148 


The nature of the business itself may also influence the determination. In Wigmar Holdings 


Ltd. v. R.,1+2 the Tax Court of Canada accepted that the integration of the businesses in 
question did not result in the cessation of the loss business prior to the integration. The 
taxpayer was in the business of developing property, selling property and renting property. 
The loss corporation, at the time of the loss, was in the business of developing a multiple-unit 
residential building, or "MURB," and, when that could not be carried out successfully, turned 
to developing the property for commercial purposes. However, before the amalgamation 
with the taxpayer, the loss corporation sold its only asset, a parking lot.+22 The Court found 
that the business carried on by the amalgamated entity was the "same" business as the loss 
business (i.e., the business of developing, selling and renting real property for commercial 
purposes). In the Court's view, the two-month period of inactivity (between the sale of the 
parking lot and the amalgamation) "for a corporation in the development business [was] not 
a long period of time for matters to be in some abeyance." Therefore, the fact that the loss 
corporation's only asset was sold was not enough to demonstrate a termination of the loss 


corporation's real estate business.124 The Court seemed satisfied that because the two 
businesses were the "same" in the sense that they would be described using the same words, 
the loss business continued: "the business of the [loss corporation] was substantially the 
same both before and after the amalgamation and [that] business did not come to an 


end,."122 


The decision of the Tax Court in S. TB. Holdings Ltd. v. R422 applies similar reasoning. S.T.B. 
Holdings Ltd. ("STB") carried on a real estate business, primarily through partnerships, in 
which it would acquire land either for resale, development and sale, or development and 
retention as investment property. STB acquired all of the shares of Newport Industries Ltd. 
("Newport"), following which Newport was wound up into STB. There was clear evidence 
that one of the purposes of the acquisition was to gain access to Newport's losses. Newport 
owned land in Calgary, but there was limited evidence as to whether its business was land 
speculation, land development or both. The minister's position was that Newport was in the 
land speculation business while STB was in the land development business, and that STB did 
not continue to carry on the Newport loss business following the wind-up. Rip CJ held that it 
was not appropriate to distinguish between a land speculation business and a land 
development business, since often the two activities will be undertaken in the same business 
depending on the circumstances. The Court observed, in this regard, that CRA has 
expressed the view in IT-206R that "'the fact that the business operations of a taxpayer are of 


different natures, for example, manufacturing and selling, does not preclude them from 
being the same business' if there is some connection, interlacing or dependence between the 
u124 


activities. 
Also instructive is Gaz Métropolitain Inc. c. R125 Gaz Metropolitain Inc. ("GMI") carried ona 
business of selling natural gas (from which it earned between 90% and 95% of its income) 
and also carried on secondary activities aimed at promoting wider consumption of natural 
gas: it offered grants and loans to convert to natural gas, it provided servicing for such 
conversions and also engaged in research and development into new technologies favouring 
natural gas as an energy source, including for use in vehicles. As part of this last pursuit, it 
entered into a joint venture in 1981, as a minority shareholder of GNC Quebec Ltée ("GNC"), 
to create a network of vehicle conversion centres and public filling stations. Only a minority 
of GNC's income came from the sale of natural gas, with the majority coming from vehicle 
retrofitting: 20% and 80%, respectively, in 1985 and 29% and 71%, respectively, in 1986. In 
1986 GMI acquired all of the shares of GNC from its partners and wound up GNC. Of GNC's 
29 employees, only two were retained by GMI, since GMI had sufficient administrative staff, 
and the vehicle conversion business was, at least initially, contracted out to one of the 
former joint venture partners, who took three of the former GNC employees. 


GMI sought to deduct the GNC losses, but was challenged by CRA on the basis that GMI did 
not carry on the GNC loss business after the acquisition of control and subsequent wind- 


up.226 In holding that the losses were deductible, the Court concluded that GNC's business 
was the sale of natural gas and that the vehicle conversion activities were merely ancillary. 
Although its relative profits suggested otherwise, the Court viewed this as a product of GNC 
still being in the process of creating a market for its product. The Court also noted, as a 
positive sign, that GNC's activities were incorporated into GMI's own without the necessity 
of creating a separate division. With respect to the subcontracting out of the vehicle 
conversion activities, the Court observed that a business carried on through an agent is still 
carried on by the principal+22 and that, in any case, even if GMI ceased to carry on these 
activities it would not mean that it ceased to carry on GNC's business of selling natural gas. 


A pre-existing relationship between the combining businesses has been viewed as 
favourable in determining whether the loss business has continued: Canadian Dredge!2® 


and Gaz Metropolitain.122 In the former, the fact that control of the taxpayer had been 
acquired, in the loss years, by a company in the same line of business and that there was an 
"overlapping" of the operations of the two, although the separate corporate entities were 
intact, appeared significant to the Board. In the latter, the court noted "GMI... acquired a 
business carried on by a company it had itself incorporated, though in a minority position, to 


promote the sale of its product."122 


Section 128(1)(g) provides that where a corporation becomes bankrupt and an absolute 
order of discharge is granted, any loss of the corporation for a taxation year preceding the 
year in which the order is granted is not deductible in computing the income of the 
corporation in the year the order is granted or any subsequent taxation year. However, an 
assignment in bankruptcy will not, in and of itself, result in the cessation of business 
activities by the bankrupt corporation on the basis, in part, that under section 128(1)(a) the 


trustee in bankruptcy is deemed to be the agent of the bankrupt for purposes of the Act.131 


Thus, if the bankruptcy is annulled because a proposal is accepted by the creditors, neither 
an acquisition of control nor a cessation of business activities should be considered to have 


occurred merely because of the bankruptcy.122 


FOOTNOTES 


101 Foy purposes of section 111(5), a corporation's business that is at any time an adventure or 
concern in the nature of trade is deemed to be a business carried on at that time by the 
corporation. See s. 10(11). 


102-The courts and CRA have consistently taken this position in applying s. 111(5)(a). See CRA 
Technical Interpretation 9112807, dated September 23, 1991, for CRA's view. 


103 Garage Montplaisir Ltée _c. Ministre du_Revenu national, 1996 CarswellNat 2631, (sub nom. 


Garage Montplaisir Ltée v. Minister of National Revenue) [1998] 1 C.T.C. 51, (sub nom. Garage 
Montplaisir Ltée v. R.) 96 D.T.C. 6557 (Fr.) (Fed. T.D.) at paragraph 20, affirmed 2000 
CarswellNat 398, 2000 CarswellNat 1692, [2000] 4 C.T.C. 22, (sub nom. Garage Montplaisir 
Inc. v. R.) 2001 D.T.C. 5366 (Eng.), 2000 D.T.C. 6216 (Fr.) (Fed. C.A.). 


10477. 302R3, supra note 7, at paragraph 14. 


105 cee, for example, Holiday Knitwear Ltd. v. Minister of National Revenue, 1963 CarswellNat 74, 
63 D.T.C. 116, 31 Tax A.B.C. 30 (Can. Tax App. Bd.); Oakley Motors Ltd. v. Minister of National 
Revenue, 1966 CarswellNat 171, 66 D.T.C. 463, 41 Tax A.B.C. 280 (Can. Tax App. Bd.); and 
Yarmouth Industrial Leasing Ltd. v. R., 1985 CarswellNat 307, [1985] 2 C.T.C. 67, 85 D.T.C. 
9401 (Fed. T.D.). As noted, CRA cites many of the same factors in IT-302R3, supra note 7. CRA 
has indicated that it will look to factors such as the sale of inventory, the dismissal of 
employees and the vacation of business premises in determining whether a business has 
ceased, and that the sale of all fixed assets of a business is not a necessary precondition for the 
cessation of a business. See IT-206R, supra note 63, at paragraph 4. 


106 cee, for example, Minister of National Revenue v. Eastern Textile Products Ltd., 1957 
CarswellNat 241, [1957] C.T.C. 48, 57 D.T.C. 1070 (Can. Ex. Ct.), in which the Court held that a 
company that manufactured and sold textiles did not carry on the same business after it sold 
its manufacturing plant, even though it continued to sell textiles acquired from the purchaser 
of the plant. 


107 See, for example, Hoffman v. Minister of National Revenue, 1950 CarswellNat 59, 50 D.T.C. 


284, 2 Tax A.B.C. 154 (Can. Tax App. Bd.) (concerning a hardware business that moved to a 
new location in a new town following destruction of the premises by fire) and E.P Martin & Co. 
v. Minister of National Revenue, 1959 CarswellNat 159, 22 Tax A.B.C. 254 (Can. Tax App. Bd.) 
(concerning a change in location and change from selling women's clothes to manufacturing 
and selling men's clothes, again following a fire). See also Canadian Dredge, infra note 114. 


108 Merchants Distributors v. Minister of National Revenue, 1969 CarswellNat 236, 69 D.T.C. 803 
(Can. Tax App. Bd.), although not a loss utilization case, involved the expansion of a wholesale 
business to include a retail business. The Court concluded that the retail operation was not a 
separate business but an expansion of a single enterprise which engaged in two operations by 
different methods for purposes of earning income from the same business. 


109 Framilton Motor Products (1963) Ltd. v. Minister of National Revenue, 1967 CarswellNat 295, 
[1967] C.T.C. 338, 67 D.T.C. 5230 (Can. Ex. Ct.). 


1106ne case where the Court appeared to take a somewhat narrower view of the nature of 
business is Yarmouth, supra note 105. The taxpayer leased its equipment and building to its 
parent corporation. The parent became insolvent and ceased operating in 1973. At the end of 
March 1973, control of the taxpayer was acquired and the equipment and building were sold 
at a substantial loss. In late March 1974, the taxpayer started leasing equipment to clients 
other than its parent company; this leasing activity included heavy equipment and typewriters. 
There was a second acquisition of control at the end of October 1975. The taxpayer incurred 
losses during 1973 and 1974 which it sought to carry forward and deduct in taxation years 
after 1975. The Court held that "the leasing of a building and equipment to a single lessee, 
irrespective of whether that lessee is the parent company or not, is a business of a different 
nature from purchasing office equipment and heavy equipment and leasing same to a series of 
lessees throughout Canada .. . I find it difficult to conclude that this would constitute the same 
business as that being carried out in 1973." In doing so, the Court emphasized the change in 
the nature of the business: there was a change in the location of the operations; the nature of 
the business changed; the name of the business and the nature of the income producing assets 
changed; and the business was nearly dormant save for some paper work for nearly a year 
before making its first lease of industrial equipment. This case seemed to turn on the period of 
dormancy which ended the loss business followed by a complete change in the nature of 
properties leased and thus a new business rather than a reactivation of the old business. The 
additional activities were not part of "that business." Presumably, CRA might have argued 
alternatively that the lease of equipment and building to a single related lessee (the parent) 
was income from property rather than income from a business, but there is no evidence in the 
case that that approach was considered. 


111 Depending on the nature of the business, even a significant reduction in activities may be 
acceptable so long as some activities continue. Thus, for example, in Wigmar infra note 119, a 
60-day hiatus was acceptable in a real estate development business. A sale of an entire 
business followed almost immediately by the commencement of another business of the same 
type was considered the same business: Pevato v. Minister of National Revenue, 1965 


CarswellNat 292, [1965] C.T.C. 300, 65 D.T.C. 5183 (Can. Ex. Ct.), affirmed 1967 CarswellNat 
352, 67 D.T.C. 5058 (S.C.C.). (The Pevato case was concerned with "same business" for 
purposes of the capital cost allowance regulations.) The purchase of a hardware store in a 
different location following destruction of a hardware store by fire was considered the same 
business even though the first store closed in May and the second was not purchased until 
sometime in the following calendar year: Hoffman, supra note 107. 


112S¢¢ Holiday Knitwear, supra note 105; Oakley Motors, supra note 105; Garage Henri Brassard 
Ltée v. Minister of National Revenue, 1960 CarswellNat 308, [1960] C.T.C. 321, 60 D.T.C. 1205 
(Can. Ex. Ct.); North Pacific Towing & Salvage Ltd. v. Minister of National Revenue, 1976 
CarswellNat 275, [1976] C.T.-C. 2053, 76 D.T.C. 1054 (T-R.B.); Garden Investments Ltd. v. 
Minister of National Revenue, 1973 CarswellNat 308, [1974] C.T.C. 2013, 74 D.T.C. 1014 
(T.R.B.); and Roscommon Builders Ltd. v. Minister of National Revenue, 1963 CarswellNat 287, 
34 Tax A.B.C. 121 (Can. Tax App. Bd.). 


1131y both Household Products Co. v. Minister of National Revenue, 1964 CarswellNat 99, 34 Tax 
A.B.C. 441 (Can. Tax App. Bd.) and Carland (Niagara) Ltd. v. Minister of National Revenue, 
1964 CarswellNat 86, 64 D.T.C. 139, 34 Tax A.B.C. 386 (Can. Tax App. Bd.), the Tax Appeal 
Board determined that even though the operations of the taxpayers had diminished 
significantly, the businesses were still being carried on because some measure of business 
never ceased to be carried on. In the former case, the taxpayer was still in the process of 
taking "vigorous steps" to collect outstanding accounts receivable, one of its two main 
activities. Also see Garage Montplaisir, supra note 103, where the Court acknowledged that a 
reduction of activities, inventory, and assets is not sufficient to show that a business has 
terminated, and that only a minimum level of activity may suffice to show a continuity of the 
business. As noted above, in IT-206R, supra note 63, CRA has stated that whether a business 
has ceased depends on factors such as sale of all inventory, dismissal of all employees and 
vacation of business premises. In CRA Income Tax Ruling 970630 dated January 1, 1997, CRA 
cited the Household Products case in support of a conclusion that a particular business carried 
on by an insurance corporation did not cease notwithstanding the sale of its client list and 
OSFI prohibiting it from writing new business where the taxpayer continued to operate the 
business on a run-off basis. However, the continuity of business test requires more than the 
existence of some assets or some employees of the old business. Thus, the retention of some 
manufacturing equipment from the loss business was not sufficient (Holiday Knitwear), hiring 
the most successful salesman of a Ford dealership alone was not sufficient (Garage 
Montplaisir), and carrying accounts receivable on the books of account without concerted 
collection efforts is not enough (Oakley Motors). In the words of the Federal Court of Appeal in 
Garage Montplaisir, "the business of a company subject to a takeover must still be 'a going 
concern' after the takeover." See also Central Supply Co. (1972) Ltd. v. R., 1995 CarswellNat 
483, (sub nom. Central Supply Co. v. Canada) [1995] 2 C.T.C. 2320, 95 D.T.C. 434 (T.C.C.), 
reversed 1997 CarswellNat 680, 1997 CarswellNat 2719, [1997] 3 C.T.C. 102, (sub nom. R. v. 
Central Supply Co. (1972) Ltd.) 97 D.T.C. 5295 (Fed. C.A.), leave to appeal refused [1997] 3 
S.C.R. vii, (sub nom. Minister of National Revenue v. Central Supply Co. (1972) Ltd.) 226 N.R. 
393 (S.C.C.), leave to appeal refused (1997), (sub nom. Minister of National Revenue v. Central 
Supply Co. (1972) Ltd.) 226 N.R. 317 (S.C.C.). 


114 Canadian Dredge & Dock Co. v. Minister of National Revenue, 1981 CarswellNat 302, [1981] 


C.T.C. 2212, 81 D.T.C. 154 (T.R.B.). CRA has taken a narrower view, expressing the view that 
the operation of oil and gas wells in Saskatchewan before an acquisition of control would be 
considered a separate business from that of newly acquired wells located in Alberta so that in 
order for the losses from the Saskatchewan operations to be deducted from the income from 
the Alberta operations the Saskatchewan operations had to be carried on with a reasonable 
expectation of profit. See CRA Technical Interpretation 5-923479 dated May 19, 1993. 


115 hid. at p. 2221. 


116 rpid, at p. 2216. See also Hoffman, supra note 107, at p.156: 


In my opinion, it could not have been the intention of Parliament... that when a taxpayer 
is carrying on exactly the same type of business, he must also carry on his business in 
exactly the same location, with almost the same clientele, in order to be able to claim a 
loss... . The term "business" is not a technical term and should not be interpreted in a 
narrow or technical sense. 


117 supra note 103. 


118 s¢¢ also Garage Henri Brassard Ltée v. Minister of National Revenue, 1960 CarswellNat 308, 
[1960] C.T.C. 321, 60 D.T.C. 1205 (Can. Ex. Ct.); Roscommon Builders Ltd. v. Minister of 
National Revenue, 1963 CarswellNat 287, 34 Tax A.B.C. 121 (Can. Tax App. Bd.); Garden 
Investments Ltd. v. Minister of National Revenue, 1973 CarswellNat 308, [1974] C.T.C. 2013, 
74 D.T.C. 1014 (TR.B.); Bates Construction & Development Corp. v. Minister of National 
Revenue, 1973 CarswellNat 279, [1973] C.T.C. 2277, 73 D.T.C. 234 (T.R.B.) and North Pacific 
Towing & Salvage Ltd. v. Minister of National Revenue, supra note 112. 


119 Wigmar Holdings Ltd. v. R., 1994 CarswellNat 1089, (sub nom. Wigmar Holdings Ltd. v. 


Canada) [1994] 2 C.T.C. 2369, 94 D.T.C. 1795 (T.C.C.), affirmed 1997 CarswellNat 295, [1997] 
2 C.T.C. 263, (sub nom. R. v. Diversified Holdings Ltd.) 97 D.T.C. 5203, 1997 CarswellNat 3641 
(Fed. C.A.), leave to appeal refused (1997), (sub nom. Minister of National Revenue v. 
Diversified Holdings Ltd.) 225 N.R. 153 (note) (S.C.C.), affirmed 1997 CarswellNat 294, 1997 
CarswellNat 3638, (sub nom. Hartwig v. R.) 97 D.T.C. 5202 (Fed. C.A.). 


120There is very little factual background on this issue in the case. However, appended to the 
judgment is one of the Exhibits filed in evidence, a "resumé of events prepared by Revenue 
Canada" which was filed by the taxpayer because, "in the taxpayer's view, it contained the best 
description of the time sequence of the transactions." That resumé indicates the loss 
corporation acquired the land in 1981 with the intention of building a MURB but abandoned 
that because of inadequate design and changes in the tax laws. In 1982 it proposed to build an 
apartment tower with commercial space but was unable to obtain financing. In 1983 and 1984 
it was negotiating with a non-profit society to build housing but those intentions were 


frustrated by the market and lack of financing. Although the case does not expressly state so, 
it appears that the land on which the MURB/apartment building/housing was to be built was 
used as a parking lot, which was the parking lot sold before control of the loss corporation was 
acquired. 


121 the parking lot was sold to the mortgagee on October 25, 1985. The amalgamation occurred 
on December 30, 1985. This appears to be the two-month period to which the Court referred. 


1221n Crystal Beach Park Ltd. v. R., 2006 CarswellNat 1128, 2006 CarswellNat 6544, [2006] 4 
C.T.C. 2024, 2006 D.T.C. 2845 (Eng.) (I.C.C. [General Procedure]) a similar approach was 
taken. The corporation's business had been running an amusement park on a parcel of land on 
Lake Erie. A new investor, approached by one of the shareholders, became interested in 
developing a marina and residential units on the site while continuing certain aspects of the 
amusement park. Although not central to the case, the Court found that the essence of the 
business did not change: 


Historically, CBPL had depended upon the delights of an amusement park to generate 
business income. Times changed, however, and with the times, the recreational habits of its 
clientele. Realizing this, sometime in the mid-80s Mr. Biondolillo [one of the original 
shareholders] began reflecting on ways to maintain and enhance the interest of his 
customers in the lakeside site. Perhaps a marina and condo development would have 
greater appeal than a ferris wheel and ballroom dancing. Mr. Biondolillo consulted Mr. 
Tiburzi [the new investor]. His reaction was positive — so positive in fact, that Mr. Tiburzi 
decided to get involved in the project. Months before the amalgamation date, he 
participated in the amusement park management while at the same time exploring the land 
development requirements, investing some $700,000 in both initiatives 


Although most of the rides were cleared away and sold at auction, other aspects of the 
amusement park remained: the manager continued in his position and the dance hall and a 
bar continued to operate for some time after the amalgamation. Conversely, not all of the 
pre-amalgamation plans for the site had been completed by the time of this hearing: 
although the condo development had proceeded as planned, the marina project had not yet 
been fully realized. The property's pre-amalgamation name "Crystal Beach Park", was 
retained by the Appellant and continued to be used before and after the amalgamation. 


. rather than being evidence of the Appellant's having ceased to carry on the predecessor 
business, the changes effected demonstrate its efforts to enhance those aspects of the 
business that had been successful while improving those that had not. The Appellant 
sought to capitalize on the property's known reputation as a recreational site while at the 
same time updating its leisure facilities to maintain and enhance its appeal. All in all, I am 
satisfied that the Appellant's business after amalgamation was essentially the same as it 


had been during the loss years .... The business throughout was, in the words of counsel 
for the Appellant, "exploiting the income-producing potential of this great old recreational 
site". 


123 ¢TR Holdings Ltd. v. R., 2011 CarswellNat 2738, 2011 CarswellNat 502, [2011] 3 C.TC. 


2240, 2011 D.T.C. 1118 (Eng.) (T-C.C. [General Procedure]). 
124 tpi. at paragraph 55. 


125 Gaz Métropolitain Inc. c. R., 1998 CarswellNat 2756, 1998 CarswellNat 1118, [1999] 2 C.T.C. 


2116, (sub nom. Gaz Métropolitain Inc. v. R.) 98 D.T.C. 1751 (Fr.) (T.C.C.). 
126 Under the parallel rule in s. 88(1.1)(e)(i). See §9.2.2(c). 


1276 the authority of ESG Holdings Ltd. v. R., 1976 CarswellNat 196, [1976] C.T.C. 295, 76 D.T.C. 
6158 (Fed. C.A.). 


128 supra note 114. The Board noted that in the loss year, the loss corporation was under the 
management control of the corporation from which it subsequently acquired the Ontario 
assets. 


129 supra note 125. 
130 mig. at paragraph 42. 
131 se¢ note 63. 


132 6¢ course, if the shares are reorganized or transferred in connection with the bankruptcy, 
there may be an acquisition of control arising from such transactions. 
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(e) Reasonable Expectation of Profit 


In order to deduct a pre-control year loss in a post-control year, or vice versa, the taxpayer 
must carry on the loss business either for profit or with a reasonable expectation of profit 
throughout the year in which the loss is deducted. Moreover, where a post-control year loss 
is carried back to a pre-control year, the loss business must have been carried on throughout 
both years with a reasonable expectation of profit. The Act does not expressly require this 
test to be satisfied in an intervening post-control year in which a pre-control year loss is not 
deducted or, put another way, throughout the period from the acquisition of control to the 


end of the post-control year in which the loss is deducted.433 


CRA has indicated424 that it will refer to the general principles articulated in Moldowan v. 


Minister of National Revenue!®2 in determining whether a business is carried on with a 
reasonable expectation of profit, as follows: 


In my view, whether a taxpayer has a reasonable expectation of profit is an objective determination to be 
made from all of the facts. The following criteria should be considered: the profit and loss experience in 
past years, the taxpayer's training, the taxpayer's intended course of action, the capability of the venture 
as capitalized to show a profit after charging capital cost allowance. The list is not intended to be 
exhaustive. The factors will differ with the nature and extent of the undertaking: The Queen v. Matthews 


(1974), 28 [sic, 74] DTC 6193.436 


Decisions in the courts subsequent to Moldowan similarly apply the principles set out there, 
taking into account the particular factual circumstances of the case.432 


CRA has also indicated that it will generally look only at the normal operations of a business 


(and not extraordinary events) in determining whether that business was carried on with a 


reasonable expectation of profit throughout the particular year.122 


FOOTNOTES 


133 Moreover, since the ordering rule in s. 111(3)(b) provides that a non-capital loss for a year 
cannot be deducted until the deductible non-capital losses for preceding taxation years have 
been deducted, it appears that if a pre-control year non-capital loss is not deductible in a 


particular post-control year because the reasonable expectation of profit test is not met in that 
year s. 111(3)(b) would not preclude the deduction in that year of non-capital losses incurred 
subsequent to the pre-control year. 


134CRA Round Table, 1994 TEI Conference, Q. 10, CRA Document 9410280, April 21, 1994. 


135 voldowan v, Minister of National Revenue, 1977 CarswellNat 243, 1977 CarswellNat 539, (sub 
nom. Moldowan v. R.) [1977] C.T.C. 310, 77 D.T.C. 5213 (S.C.C.). 


136 rpid, at page 5215. 


137 see, for example, NRT Technology Corp. v. R., 2012 TCC 420, 2012 CarswellNat 4777, 2012 
CarswellNat 5612, [2013] 1 C.T.C. 2239, 2013 D.T.C. 1021 (Eng.) (T.C.C. [General Procedure]), 
affirmed 2013 CarswellNat 3336, 2013 CarswellNat 6955, 2013 D.T.C. 5153 (Eng.) (F.C.A.); 
Tonn v. R., 1995 CarswellNat 1540, 1995 CarswellNat 884, (sub nom. Tonn v. Canada) [1996] 2 
EC. 73, [1996] 1 C.T.C. 205, 96 D.T.C. 6001 (Fed. C.A.). 


138 supra note 134. 
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() Deductible from Income from the Same or Similar Business 


If the loss business satisfies the reasonable expectation of profit test and there is income 
from that business following an acquisition of control, the non-capital loss from the pre- 
control year may be deducted in computing that income. As discussed above, that business 
may have assets or operations added to it and nonetheless remain the same business. 
However, if there are separate businesses, in order for the pre-control losses of the loss 
business to be deducted against the income of the other, two additional conditions must be 
satisfied: 


(a) properties must have been sold, leased, rented or developed or services must 
have been rendered in the course of carrying on the loss business; and 


(b) substantially all the income of the other business must be derived from the sale, 
lease, rental or development, as the case may be, of similar properties or the 
rendering of similar services. 


This is sometimes referred to as the "similar business" test. It is not relevant whether the 
separate business was carried on by the loss corporation at the time control was acquired, or 
whether one of the businesses was carried on by the loss corporation at that time and the 
other was carried on by the corporation that acquired control and then combined the 
businesses in a single entity, or whether the other business was simply started as a new 
business by the loss corporation following the acquisition of control. 


Although the question has not been expressly addressed by the courts, there would appear 
to be little justification in the context of section 111(5) for concluding that a loss business 
must be characterized as one of rendering services or of selling, leasing, renting, or 
developing properties but not any combination of those activities. However, the language 
does suggest that where the loss business involves sale of property, another business 
involving the leasing of similar properties (or even identical properties) might not qualify as 
a business the income from which a non-capital loss incurred in the first may be deducted. 
This appears to be the intended effect of the phrase "as the case may be" following the 
description of the business activities: " .derived from the sale, lease, rental or 
development, as the case may be ...". In other words, it appears that not only must the 
property be similar, but the activity undertaken in connection with the similar property must 
be the same. However, if a loss business involves both the sale and lease of properties, 
another business that involves both the sale and lease of similar properties would be one 
described in section 111(5)(a)(ii) in relation to the loss business. Indeed, one might also 
argue that if the other business involved the sale (but not the lease) of similar properties, it 


too would qualify as a business described in section 111(5)(a)(ii). Similarly, where a loss 
business involves a combination of rendering services and selling property, another business 
which involves the rendering of similar services and the sale of similar properties should be 
capable of being considered a similar business. 


One of the critical elements of the "similar business" test is to identify the properties sold, 
leased, rented or developed or the services rendered in the loss business and in the other 
business and to conclude that the properties or services are similar. 


The term "similar" is not defined for this purpose, but has been interpreted in the non-tax 
jurisprudence, and by CRA, to mean neither "exactly alike" nor “having any quality of 


likeness" but rather "of the same general nature or character."422 On this basis, in a number 


of technical interpretations!42 CRA appears to consider the general nature or character of 
the relevant properties in determining whether income is derived from the sale, lease, rental 
or development of similar properties. For example, CRA has stated that a sale of a particular 


product on a wholesale basis is similar to selling that same product in a retail business;141 


base metals and industrial minerals are similar;1“2 a business of extracting, processing and 


selling uranium is similar to a business of extracting, processing and selling tin or gold on 
the basis that both uranium and tin or gold are "minerals" within the meaning of section 


248(1);443 systems software and applications software are similar but neither is similar to 


computer hardware.1“4 A crop farming business and a dairy farming business are similar, 
since they are both farming businesses, but a business of producing bread flour is not similar 
to a bread baking business, nor is a business of growing hay similar to a dairy cattle 


business.242 CRA has expressed doubt that the services of an accountant would be similar to 
the services of a financial planner (the business of which was described as financial 
planning, selling mutual funds and life insurance and preparing tax returns), at least in 
circumstances where the individual was precluded by contract from offering accounting 


services.246 


In another technical interpretation,442 CRA summarized positions it has taken in respect of 
the similarity of properties or services including the following examples: 


(i) Trucking of sand and gravel is similar to trucking of poultry and lumber. 


(ii) The operation of a hotel which includes a restaurant and lounge is similar to the 
operation of a restaurant and lounge. 


(iii) The operation of a hotel or motel with no restaurant, the operation of a 
restaurant, and the operation of a hotel or motel with a beverage room but no 
separate restaurant would be considered businesses similar to the operation of a 
hotel with a restaurant. 


(iv) A prime rib restaurant is similar to a steak restaurant (even where the latter is 
operated in conjunction with a hotel). 


(v) The sale of fast-food chicken is similar to the sale of fast-food fish. 


(vi) Staging of musical concerts in a stadium is similar to staging professional 


football, each being a kind of live entertainment. 


(vii) Security equipment (including locks, fire detection equipment, intruder alarms, 
safes and fire-resistant cabinets and closed-circuit television) is similar to electro- 
magnetic labels developed for use in libraries, hospitals and retails establishments. 


(viii) The manufacture of parts and major components for aircraft is similar to the 
design, manufacture and sale of aircraft. 


(ix) The construction of single-family residences is not similar to the construction of 
residential or commercial rental buildings. 


(x) The leasing of land is not similar to the development and sale of land. 
(xi) Structural steel is not similar to plastic and concrete sewer pipes. 

(xii) Farm equipment is not similar to cars and trucks sold by a Ford dealer. 
(xiii) A funeral business is not similar to a hotel/tavern business. 


(xiv) The operation of a senior citizens home is not similar to the operation of a 
restaurant and tavern. 


While these examples provide some guidance regarding CRA's views about particular 
situations, the positions are not always easy to reconcile. In a number of them, CRA appears 
to consider only the general similarity of the nature of the properties or services (e.g., 
security devices, entertainment, trucking); the nature of the customers or the use to which 
the properties are put does not appear particularly relevant. However, that approach 
apparently has not been universal. For example, the position articulated in paragraph (ix) 
above is difficult to reconcile with the other positions; on the basis of the other examples 
cited, particularly that in (i), one might have expected that one construction business would 
be considered "similar" to another construction business. It is not evident why CRA took a 
narrow view in the construction example. 


There is little judicial guidance on the proper interpretation of "similar" in the context of 
section 111(5). Indeed, judicial commentary in this context highlights the difficulty in 
interpreting this word: "... is a woman's blouse a property similar to a pair of children's 


boots, a men's jacket, etc. — Where does one draw the line?"148 


In Gaz Metropolitain42 the Court determined that the taxpayer's business was the same 
business as the target's business, or at the very least, the taxpayer's business involved the 
provision of similar properties and services as the target's business: both businesses 
involved the sale of natural gas and the conversion of vehicles. The Court determined that 
there was no significant difference between natural gas sold as an energy source for heating 
units, hot water heaters or gas ranges and as a fuel for vehicles. The fact that the target's 
activities were incorporated into the taxpayer's activities and the fact that it was not 
necessary to create a separate division to carry on those activities was considered good 


evidence that the products sold and the services provided by the target and the taxpayer 


were the same or at the very least similar.22 


The only other decision expressly addressing the meaning of "similar properties" in the 


context of section 111(5) is Manac Inc. c. R151 where the Federal Court of Appeal 
considered whether components of a vertically integrated business constituted similar 
businesses for purposes of section 111(5)(a)(ii). The taxpayer, a manufacturer of boxes for 
trailers and semitrailers, acquired all of the shares of one of its suppliers, Panneux Nortex 
Lteé ("Nortex"), amalgamated with it, and sought to deduct the Nortex losses from income 
from its trailer manufacturing business. Nortex manufactured fibreglass panels used in two 
of the eight types of trailers sold by the taxpayer. The taxpayer argued that, since the panels 
were a major component in the end product (the trailer), they should be considered similar 
to the trailer by reason of their ultimate function. The Court rejected this argument, holding 
that the taxpayer was not entitled to use the Nortex losses: 


With respect, we do not see how property which loses its identity when incorporated into an end product 
can be described as property similar to the end product. ... A panel is not a trailer, and if it were to 
become one it would then cease to be a panel and it would no longer be possible to make the comparison 


between similar properties required by the Act.152 


In a sense, these two cases may be viewed as opposite ends of a spectrum. In the first, the 
property sold (natural gas) by the two businesses was identical. The fact that the purchasers 
were putting it to different use and the mode of delivery (pipeline and fuelling stations) was 
not relevant. In the second, the property sold by the loss corporation, while an important 


component of the property sold by the profitable corporation, could not be said to be similar 
153 


because the component completely lost its identity in the second property.-22 

Although the Court in Gaz Metropolitain provided very little analysis, it suggests that the 
similarity of particular properties (or particular services) are more important than the 
means of delivery of the properties or services, or the use to which the purchased property 
or services might be put by the purchaser. This interpretation is also supported by the 
language of section 111(5): it suggests looking at the similarity of the property or service 
and, where it is property, the activity undertaken in connection therewith (sale, lease, or 
development) but not the purchasers, the mode of delivery, or use to which it is put. 


Both of these cases dealt with "similar properties"; there are no cases dealing with "similar 
services." While some CRA commentary would suggest "similar" could be interpreted 
broadly in the context of services,+24 a court may conclude that it is necessary to narrow the 
scope of the similarity of services in the context of section 111(5). 


FOOTNOTES 


139 se¢@ Barnwell Consolidated School District v. Canada Western Natural Gas, Light, Heat & 
Power Co., 1922 CarswellAlta 67, 69 D.L.R. 401 (Alta. C.A.): 


The first question, therefore, is whether the tax imposed by the plaintiff district upon the 
defendant's leasehold interests in the lands in question, can be properly described as a tax 
"similar" to that imposed for the purpose of the provincial revenue. It is, of course, rather 


strange that rights or obligations with respect to taxation should be made to depend upon a 
question of "similarity" for there are undoubtedly varying degrees of similarity. For this 
reason it is obviously difficult to decide what exactly is intended by the expression. The 
choice ranges from the one extreme of saying that it means "exactly alike" or "similar" in 
the sense of being completely the same, to the other extreme of saying that it would apply 
wherever there is any quality of likeness at all, although all other qualities or elements in 
the tax may be quite unlike. In my opinion, however, the proper way to interpret the 
expression is to treat it as meaning "of the same general nature or character." In this way, I 
think that we avoid both the extremes to which I have referred and we ought, I also think to 
avoid them, for clearly neither would be proper to adopt. 


CRA adopts this view in Technical Interpretation, CRA Document 9627815, dated October 17, 
1996. 


140 sc¢, for example, Technical Interpretations 2002-0148045, dated July 22, 2002, and 9314945, 
dated August 17, 1993, in addition to others mentioned herein. See also Interpretation Bulletin 
IT-259R4, dated September 23, 2003, paragraphs 18 to 21. 


141 Technical Interpretation 1999-0014315, dated February 23, 2000 and Technical Interpretation 


5-9152, dated January 11, 1990. This is an example of the application of the Gaz Metropolitain 
principle, supra note 125. 


142- Technical Interpretation 2001-014804, dated July 22, 2002. 


143Technical Interpretation 9705947, dated March 24, 1997. See also Technical Interpretation 
9329845, dated January 6, 1994. 


144 Technical Interpretation 5-9750, dated June 11, 1990. 
145 Technical Interpretation, CRA Document 2003-0000725, dated February 17, 2003. 


146 Technical Interpretation 9637077, dated February 20, 1997. 


147 Technical Interpretation, CRA Document 9627815, dated October 17, 1996. 


148 vanac Inc. c. R., 1995 CarswellNat 1502, 1995 CarswellNat 2068, [1996] 3 C.T.C. 2459, 96 
D.T.C. 1714 (T.C.C.) at p. 2469 [C.T-C.], affirmed 1998 CarswellNat 723, 1998 CarswellNat 
1442, [1998] 4 C.T.C. 60, (sub nom. Manac Inc. v. R.) 98 D.T.C. 6352 (Fr.), (sub nom. Manac 
Inc. v. R.) 98 D.T.C. 6605 (Eng.) (Fed. C.A.), leave to appeal refused (1999), (sub nom. Manac 
Inc. v. Minister of National Revenue) 236 N.R. 393 (note) (S.C.C.). 


149 supra note 125. 
150 hid, at p. 2126. 
151 supra note 148. 
152 mpi, at paragraph 10. 


153 CRA adopts this approach in opining that bread and flour would not be considered "similar 
properties" for the purposes of s. 111(5). Supra note 145. 


1541y Technical Interpretation 9627815 supra note 147, the CRA refers inter alia, to 
Interpretation Bulletin IT-259R4, dated September 23, 2003, for further guidance on what 
would constitute similar services in the context of s. 111(5). In paragraph 18 of IT-259R4, the 
CRA states that two businesses would be considered similar if they both fall within the 
category of communications. IT-259R4 deals with the expression "similar business," which is 
not the expression used in s. 111(5) but apparently is nonetheless considered relevant by the 
CRA for determining what constitutes "similar services." 
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(g) Meaning of Income 


A non-capital loss from a business incurred in a pre-control year may be deducted in a post- 
control year to the extent of "income for the particular year from that business and ... from 
any other business." Income is not specifically defined for purposes of section 111(5). 


In Entreprises Ludco Itée c. Canadal2° the Supreme Court of Canada considered the 
meaning of income in the context of section 20(1)(c) and stated: 


The Income Tax Act does not define the term "income". The Act speaks of "net income", "taxable income", 
and income from different sources, but it neither identifies nor describes the legal characteristics of 
"income"; it only speaks of what is to be included or excluded from income. Similarly, tax theorists have 
proposed many different definitions of "income" distinguishable by their varying degrees of inclusiveness. 
The common feature of all the definitions of income, whether derived from tax law, economic theory or 
the dictionary, is that "income" is a measure of gain: ... 


Because it is left undefined in the Act, this Court must apply the principles of statutory interpretation to 
discern what is meant by "income" in the context of s. 20(1)(c)(i). The plain meaning of s. 20(1)(c)(i) does 
not support an interpretation of "income" as the equivalent of "profit" or "net income". Nowhere in the 
language of the provision is a quantitative test suggested. Nor is there any support in the text of the Act 
for an interpretation of "income" that involves a judicial assessment of sufficiency of income. Such an 
approach would be too subjective and certainty is to be preferred in the area of tax law. Therefore, absent 
a sham or window dressing or similar vitiating circumstances, courts should not be concerned with the 
sufficiency of the income expected or received. 


As noted by Létoumeau J. A., Bowman J.T.C.C. (as he then was) lucidly dealt with the argument that the 
word "income" in s. 20(1)(c)(i) necessarily means "profit" in Mark Resources Inc.... Most importantly, 
Bowman J.T.C.C. dismissed that argument ... in these terms: 


Interest on money that is borrowed to invest in common shares, or property or a business or 
corporation is deductible because it is laid out to earn amounts that must be included in the 
computation of income. Amounts of income such as dividends which must be included in income 
under paragraphs 12(1)(j) and (k) do not cease to be income merely because they are exceeded by 
the cost of their production. 


I agree. Indeed, when one looks at the immediate context in which the term "income" appears in s. 20(1) 
(c)(i), it is significant that within the provision itself the concept of "income" is used in contradistinction 
from the concept of tax-exempt income. Viewed in this context, the term "income" in s. 20(1)(c)(i) does 
not refer to net income, but to income subject to tax. In this light, it is clear that "income" in s. 20(1)(c)(i) 
refers to income generally, that is an amount that would come into income for taxation purposes, not just 
net income. 


Furthermore, reading "income" in s. 20(1)(c)(i) to mean income generally, as described above, is more 
consistent with the objective of the interest deductibility provision .... [T]he object of s. 20(1)(c)(i) is to 
create an incentive to accumulate capital with the potential to produce income by allowing taxpayers to 
deduct interest costs associated with its acquisition. The accumulation of income producing capital is 
seen as desirable because it creates wealth and increases the income tax base. It is clearly sufficient for 
the purpose of the provision that an investor have a reasonable expectation of gross income as described 
above when investing borrowed money. In contrast, the incentive would be much less effective if the 
investor have the additional burden of establishing a reasonable expectation of net income or profit. 
[Emphasis added. ]12& 


Notwithstanding this analysis, it appears that in the context of section 111(5) the reference 
to income is intended to mean net income rather than gross income or revenues. In section 
20(1)(c) the relevant phrase is "for the purpose of earning income from a business." Thus, 
the objective of the language is to identify the taxpayer's purpose which, the Supreme Court 
determined, was not, in that context, determined by a quantitative measure of income. By 
way of contrast, section 111(5) requires an assessment of the amount of income, thus 
suggesting that a quantitative determination of income is not only relevant but critical. 


Moreover, section 3 of the Act sets out the rules for computing a taxpayer's income for a 
taxation year for purposes of Part I of the Act. The first step (see section 3(a)) is to determine 
the total of all amounts each of which is the taxpayer's income for the year from a source, 
including the taxpayer's income for the year from each office, employment, business, or 
property and this amount cannot be negative (i.e., a loss arises only in section 3(d)). Income 
from a business in this context is computed after taking into account all of the deductions 


permitted in computing income by subdivisions a to d of Division B of Part I of the Act.422 
Section 9 provides that, subject to specific provisions in Part I, a taxpayer's income for a 
taxation year from a business is the taxpayer's profit from that business. Neither of these 
concepts of income is a reference to gross income (or revenues) and the language of each of 
these provisions parallels that used in section 111(5): the corporation's income for the 
particular year from that business ... and from any other business. 


FOOTNOTES 


155 Entreprises Ludco Itée_c. Canada, 2001 CarswellNat 2017, 2001 CarswellNat 2018, [2002] 1 


C.T.C. 95, (sub nom. Ludco Enterprises Ltd. v. R.) 2001 D.T.C. 5505 (Eng.), 2001 D.T.C. 5518 
(Fr.) (S.C.C.). 


156 a4 paragraphs 57-63. 


157 and subdivision e to the extent they are related to income from that business. See supra note 
91 and related discussion. 
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(h) Substantially all the Income 


Where the loss is to be deducted against income from a business other than the loss 
business, the other business must be one substantially all of the income of which is derived 
from the sale, lease, rental, or development of similar properties or the rendering of similar 
services. 


"Substantially all" is not defined in the Act. CRA has generally expressed the view!28 that 
substantially all means at least 90%, but the courts have clearly stated that this simply an 
administrative rule of thumb. What constitutes substantially all is a question of fact that 


depends on the circumstances of the particular case; the expression does not lend itself to a 


mathematical formula.222 


Moreover, any particular definition of substantially all is valid only with reference to the 
specific context in which it is found.&2 Cases outside the tax area have suggested that there 
may be both a quantitative and quantitative element to the analysis.164 


While, on the basis of CRA's administrative policy, 90% might be viewed as a "safe harbour," 
a lower percentage may be acceptable in the context of section 111(5). However, there is 
little guidance in the jurisprudence concerning the proper interpretation of the phrase in the 


context of section 111(5). In Manac,1®2 the Court said that 50% was clearly not substantially 


all. In Wood,183 the issue was whether the non-resident taxpayer had reported "all or 
substantially all" of his income within the meaning of section 115(1)(f), language not 
dissimilar to that in section 111(5). In determining that 70% did not constitute "substantially 
all," the Court stated: 


The Minister's rule (from I.T.-171 (supra)) is that the Canadian income should be at least 90 percent of 
total income — the "90 percent rule". Obviously that is just a departmental assessing policy, and while 
arbitrary is undoubtedly a useful and functional mechanism in dealing with a difficult section of the Act. I 
would think the Minister might be hard-pressed to refuse a claim where the percentage was 89 per cent, 
maybe even 85 percent or 80 per cent or lower - and that brings up this taxpayer's position which ends up 
to be about 70% per cent. ($30,000 out of $42,500.) Clearly the term "substantially all" does not lend 
itself to a simple mathematical formula. Further it would seem to me that any particular definition of 
"substantially" would be only valid with reference to the specific context in which it is found.184 


[Emphasis added.] 


While this passage illustrates that, depending on the context, a court may be willing to 
consider something less than 90% as substantially all, depending on the context, there is 


little guidance as to how the phrase should be interpreted in the context of section 111(5). 


FOOTNOTES 


158 Roth in the context of s. 111(5) and elsewhere. See, for example, Interpretation Bulletin IT- 
29IR3, dated January 12, 2004. . 


159 Wardean Drilling Co. v. Minister _of National Revenue, 1974 CarswellNat 345, 1974 
CarswellNat 150, [1974] C.T.C. 190, 74 D.T.C. 6164 (Fed. T.D.), affirmed 1978 CarswellNat 189, 


1978 CarswellNat 515, [1978] C.T.C. 270, 78 D.T.C. 6202 (Fed. C.A.); Wood v. Minister of 
National Revenue, 1987 CarswellNat 419, [1987] 1 C.T.C. 2391, 87 D.T.C. 312 (T.C.C.); Keefe v. 
R., 2003 CarswellNat 5989, 2003 CarswellNat 3667, [2004] 1 C.T.C. 3028, 2003 D.T.C. 1526 
(T.C.C. [Informal Procedure]); and Ruhl v. R., 1997 CarswellNat 2394, (sub nom. Ruhl v. 


Canada) [1997] T.C.J. No. 1365 (T.C.C.). 


160 co¢ the often-cited decision in Wood, ibid. 


161 95956 Holdings Ltd. v. Fayerman Bros. Ltd., 1986 CarswellSask 191, [1986] S.J. No. 15 (Sask. 
C.A.); Lindzon v. International Sterling Holdings Inc., 1989 CarswellBC 319, [1989] B.C.J. No. 
1773 (B.C. S.C.); and Benson v. Third Canadian General Investment Trust Ltd., 1993 
CarswellOnt 166, [1993] O.J. No. 1491 (Ont. Gen. Div. [Commercial List]). 


162 Cupra note 148. 
163 cupra note 159. 


164 rid, at page 2393. Also see Balz Estate v. Minister of National Revenue, 1992 CarswellNat 
271, [1992] 1 C.T.C. 2332, 92 D.T.C. 1472 (T.C.C.). 
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(i) Income Derived 


The "substantially all" standard does not require that the income be exclusively from the 
sale, rental, lease or development of similar properties or the rendering of similar services, 
but rather that the income be derived from the sale, lease, rental or development of similar 
properties or the rendering of similar services. The term "derived" has been interpreted as 
having its plain and ordinary meaning and as broader than "received from."1&2 Thus, for 
example, the expression "income derived from the operation of a mine" was not restricted to 


income arising or accruing from the operation of a mine by the taxpayer but included a 


payment that had its origin in the operation of a mine;1£© and "income derived from mining" 


included income in the form of dividends received from a mining corporation.4&2 


This may be a critical factor in determining whether income from a business other than the 
loss business qualifies. For example, assume the activities conducted by the loss business 
consisted solely of the manufacture and sale of electronic equipment. The activities of the 
similar business consist of the manufacture and sale of electronic equipment and the 
provision of installation and repair services for the electronic equipment that it 
manufactures and sells. Should the service fees relating to the installation and repairs be 
considered income derived from the manufacture and sale of similar properties? At least in a 
case where such services are provided only in conjunction with products sold or 
manufactured by the business, such income would appear to be appropriately characterized 
as income derived from the manufacture and sale: but for the manufacture and sale, the 
service fees would not have been earned. Similarly, if a loss business consists solely of the 
provision of services, would income from another business that renders services but also 
sells merchandise incidental to the provision of the services all be considered income 
derived from the provision of services? 


FOOTNOTES 


165 see Kemp v. Minister of National Revenue, 1947 CarswellNat 35, [1947] C.T.C. 343 (Can. Ex. 
Ct.) and Minister of National Revenue v. Hollinger North Shore Exploration Co., 1960 
CarswellNat 294, [1960] C.T.C. 136, 60 D.T.C. 1077 (Can. Ex. Ct.), affirmed 1963 CarswellNat 
332, [1963] C.T-C. 51, 63 D.T.C. 1031 (S.C.C.). 


166 Hollinger, Ibid. 


167 Githooly v. Minister of National Revenue, 1945 CarswellNat 17, [1945] C.T.C. 203, 2 D.T.C. 725 


(Can. Ex. Ct.). 


01 JUL 2023 PAGE 928 


Taxation of Corporate Reorganizations Third Edition 
11 — ACQUISITIONS OF CONTROL 
11.3 Consequences of an Acquisition of Control 
11.3.5 Recognition of Accrued Losses 


11.3.5 Recognition of Accrued Losses 


In addition to restricting the use of realized losses, accrued but unrealized capital losses,168 
terminal losses, inventory losses and doubtful debt losses are deemed to have been 
recognized by a corporation in the taxation year immediately preceding an acquisition of 
control. In addition, any of its suspended losses become unsuspended. The purpose of these 
provisions is to prevent the preservation of "pregnant losses" that were incurred prior to an 
acquisition of control for use in subsequent taxation years. The realization of the accrued 
and suspended losses may increase the non-capital loss carry forwards available for 
prospective utilization in accordance with the streaming rules described at §11.3.4 and the 
net capital losses that expire on the acquisition of control. This will occur when any of the 
deductions required by sections 111(4) to (5.3), or the suspended losses realized as a 
consequence of the acquisition of control, exceed the corporation's income and/or taxable 
capital gains (as the case may be) in that year, including income and taxable capital gains 
realized by virtue of a designation under section 111(4)(e), as described at §11.3.6. 


The provisions deeming the recognition of accrued capital losses in respect of non- 
depreciable capital property (sections 111(4)(c) and (d)), accrued terminal losses in respect 
of depreciable capital property (section 111(5.1)), and doubtful debt losses (section 
111(5.3)), and the election to recognize accrued capital gains and recapture (section 111(4) 
(e)), are inapplicable where, at the time of the acquisition of control, the corporation either 
becomes or ceases to be exempt from tax on its taxable income under Part I. 


FOOTNOTES 


168 Including in respect of foreign currency obligations. See §11.3.7 below. 
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(a) Non-Depreciable Capital Property 


Where the adjusted cost base of a non-depreciable capital property of a corporation exceeds 
its fair market value immediately before control of the corporation is acquired, the adjusted 
cost base of the property is reduced at and after the acquisition of control by the amount of 
the excess pursuant to sections 111(4)(c) and 53(2)(b.2). Moreover, if the property is a 
specified property as defined in section 54 (i.e., shares, partnership interests, trust interests, 
or options on such properties that are held as capital property), section 53(4) applies as a 
consequence of the deemed disposition and reacquisition of the property. This is relevant to 
the application of the rule in section 80.03, which deems a gain on the "surrender" of capital 
property. See §4.1.8 for a discussion of this rule. 


Section 111(4)(d) deems the amount of any adjusted cost base reduction under section 
111(4)(c) to be a capital loss of the corporation in the taxation year deemed to end 
immediately before the acquisition of control. The resulting allowable capital loss, if not 
used in that year to reduce taxable capital gains (including those realized as a consequence 
of a section 111(4)(e) designation, discussed at §11.3.6), becomes part of the corporation's 
net capital losses, and, if not carried back, expires upon the acquisition of control pursuant 
to section 111(4)(a). 


Although section 111(4)(d) does not specify when in the taxation year the capital loss is 
realized, by virtue of section 111(4)(f) any such capital losses are considered to be realized 
simultaneously with any gains realized as a result of designations under section 111(4)(e) for 
purposes of the definition of "capital dividend account" in section 89(1). CRA has indicated, 
more generally, that the expiration of a corporation's net capital losses under section 111(4) 


(a) does not affect the calculation of the corporation's capital dividend account.162 


CRA has expressed the view that sections 111(4)(c) and (d) will not apply to a non-resident 
corporation unless the corporation has a taxation year for Canadian purposes at the time 
control is acquired as a result, for example, of carrying on business in Canada or disposing of 


taxable Canadian property in the relevant period.122 


FOOTNOTES 


169CRA Round Table, 2012 APFF Conference, Q. 8, CRA Document 2012-0484161C6, dated 
October 5, 2012. 


170¢RA Round Table, 2005 APFF Conference, Q. 1, CRA Document 2005-0140881C6, dated 
October 7, 2005. The same holds true for a foreign affiliate. See Technical Interpretation, CRA 
Document 9424485, dated February 10, 1995. 
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(b) Depreciable Capital Property 


Section 111(5.1) provides that where control of a corporation is acquired, the excess, if any, 
of the corporation's undepreciated capital cost of depreciable property (including property 
the acquisition of which is not immediately recognized under section 13(24), discussed in 
§11.4.5 below) over the aggregate of the fair market value of the property and the amount 
otherwise allowed to the corporation as a capital cost allowance deduction under section 
20(1)(a)24 and any terminal loss that is deductible under section 20(16) in respect of that 
class of property in the taxation year ending immediately before the acquisition of control 
must be deducted in computing the corporation's income for the taxation year ending 
immediately before the acquisition of control. Such amount is deemed to have been 
deducted as capital cost allowance under section 20(1)(a) in that taxation year. Thus, on a 
subsequent disposition of the property, recapture may arise. 


FOOTNOTES 


171. cRA takes the view that, where the corporation does not claim any depreciation for the year, 
the amount "allowed" under s. 20(1)(a) is nil on the basis that Regulation 1100(1) provides that 
such amount as the taxpayer may claim is the amount allowed. See CRA Round Table, 2006 
APFF Conference, Q. 35, CRA Document 2006-0195951C6, dated October 6, 2006. See also 
Technical Interpretation, CRA Document 2004-0071821E5, dated June 14, 2004 for examples 
of the application of s. 111(5.1). 
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(c) Inventory 


Section 10(1) requires each property in an inventory of a business that is not an adventure 
or concern in the nature of trade to be valued at the lesser of cost and fair market value at 
the end of each taxation year, or alternatively, the valuation of all property in all inventories 
of a business may be at fair market value pursuant to Regulation 1801. Because section 
10(1) will apply to the taxation year deemed, under section 249(4), to end immediately 
before the acquisition of control, it is not possible to postpone the write-down of inventory to 
fair market value, and the consequent realization of accrued inventory losses, until after an 
acquisition of control. 


Inventory of a business that is an adventure or concern in the nature of trade is excluded 
from the annual write-down rule in section 10(1); rather, pursuant to section 10(1.01), it is to 
be valued at its cost. However, section 10(10) requires that, at the end of the taxation year 
immediately preceding an acquisition of control, such property be valued at the lower of the 
cost and its fair market value at that time. After the time at which control is acquired, such 
amount becomes the cost of such inventory to the corporation. 
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(d) Accounts Receivable 


Ordinarily, the amount of a reserve for doubtful debts is deducted from a corporation's 
income for a particular taxation year pursuant to section 20(1)(1) and included in the 
corporation's income for the subsequent taxation year pursuant to section 12(1)(d). Ifsucha 
debt is determined to be uncollectible, the amount is deducted from the corporation's 
income pursuant to section 20(1)(p) and is only included in the corporation's income in a 
later taxation year if and to the extent the amount is recovered. 


Section 111(5.3) prohibits a corporation from claiming a reserve for doubtful debts under 
section 20(1)(1) when computing its income for its taxation year ending immediately before 
an acquisition of control, and instead requires the portion of each debt that would have been 
deductible under section 20(1)(1) as a reserve for doubtful debts to be deducted from income 
as a bad debt under section 20(1)(p). The excess of the amount of the whole debt over the 
amount deducted as a bad debt is deemed to be a separate debt incurred at the same time 
and under the same circumstances as the whole debt, and is treated as a normal debt in 
future taxation years. By requiring doubtful debts to be deducted as bad debts, the 
deduction is realized in the taxation year preceding the acquisition of control rather than 
preserved for use in years ending after the acquisition of control via the rolling reserve 
deduction. 


The amount of any debt deducted from income as a bad debt will be included in the 
corporation's income if it is subsequently recovered in a later taxation year, pursuant to 
section 12(1)(i). 
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(e) Suspended losses 


Several provisions of the Act apply to suspend a loss that would otherwise be realized by a 
taxpayer (a transferor) as a result of the disposition of an asset where, within a period 
beginning 30 days before and ending 30 days after the disposition, a person affiliated with 
the transferor acquires the property, or an identical property, and holds it at the end of that 
period. The relevant provisions include section 13(21.2) dealing with depreciable property, 
section 18(15) dealing with shares and debt held by taxpayers whose ordinary business 
includes lending money (where the shares and debt are held in the ordinary course of that 


business) and dealing with property that is inventory of a business that is an adventure in 
172 


the nature of trade, and section 40(3.4) dealing with non-depreciable capital property. 
When these provisions apply, the loss that would otherwise be realized is deemed to be nil 
but a loss from the disposition of that property is deemed to be realized immediately before 
the occurrence of one of a number of events described in the relevant provisions. Put 
another way, the initial loss is suspended, and becomes unsuspended immediately before the 
occurrence of the specified event. Where the transferor is a corporation, one of the specified 
events is the acquisition of control of the transferor. In such event, the suspended loss is 
deemed to be realized at the time that is immediately before control of the transferor is 
acquired by a person or group of persons. That is, the loss is realized immediately before the 
end of the taxation year that ends immediately before control of the transferor is acquired. 
That time is simultaneous with the recognition of accrued losses under sections 111(5.1) to 
(5.4). Any such losses not used in that taxation year therefore become pre-control losses and 
subject to the rules in sections 111(4) and (5). 


FOOTNOTES 


172See §2.6 for a discussion of the stop-loss rules. 
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11.3.6 Recognition of Accrued Capital Gains and Recapture 


Section 111(4)(e) is a relieving provision which allows a corporation to elect to realize all or 
a portion of any accrued but unrealized gains on capital property owned immediately before 
control of the corporation is acquired so that losses that would otherwise expire or become 
streamed as a consequence of the acquisition of control, including losses that are deemed to 
be realized in the taxation year ending immediately before the acquisition of control, can be 
utilized and the adjusted cost base to the corporation of such property can be increased.12 
Where a designation is made in respect of a depreciable capital property, recaptured capital 
cost allowance must also be recognized but may be offset by any non-capital losses, 
including those that would otherwise expire (for example, because they are from a source 
other than a business) or would become subject to the streaming rules as a result of the 
acquisition of control of the corporation. Presumably, where the non-capital losses from a 
particular pre-control year are comprised of a loss from a property source and a loss from a 
business source, the taxpayer may choose which portion of the loss is being deducted, where 
only a portion of the loss is needed. However, there is no exception to the rule in section 
111(3)(b) about the order in which non-capital losses must be deducted. 


Section 111(4)(e) permits a corporation to designate the capital properties it owns 
immediately before the acquisition of control that will be deemed to be disposed of and 
reacquired by the corporation, immediately before the deemed year-end arising as a 
consequence of the acquisition of control, for proceeds equal to the amount designated by 
the corporation. Such amount must be between the corporation's adjusted cost base of the 
particular property and its fair market value.1 This will result in the corporation realizing 
capital gains and, where the designated property is a depreciable capital property, recapture 
of capital cost allowance. However, provided there are sufficient deductions arising in the 
taxation year (including as a result of the recognition of accrued or suspended losses) or net 
capital losses or non-capital losses that the corporation is prepared to use for this purpose, 
the corporation can increase the adjusted cost base of capital properties to their fair market 
value without triggering a tax liability. Moreover, where there are insufficient deductions or 
losses to offset all accrued gains, the taxpayer may select which capital properties should 
benefit from an increase in adjusted cost base and whether the adjusted cost base of 
particular properties should be increased by an amount that is less than the amount 
necessary to increase it to fair market value. 


Where the property is a capital interest in a trust, the cost of that property will not be nil, as 
might otherwise be the case, by virtue of section 107(1.1)(b)(ii). 


In the case of depreciable capital property (other than timber resource property), while the 


corporation is deemed to have reacquired the property at a cost equal to the proceeds of 
disposition for the purpose of determining future capital gains and losses, the capital cost of 
the property is not treated on a like basis. Where the capital cost of the property is less than 
the deemed proceeds of disposition, section 13(7)(f) will apply to limit the capital cost for the 
purpose of future capital cost allowance and recapture to the capital cost of the property 
prior to the deemed disposition plus one-half of the capital gain realized as a consequence of 
the designation under section 111(4)(e). Where the capital cost exceeds the deemed 
proceeds of disposition, resulting in the recognition of recapture without the generation of a 
capital gain, the capital cost to the corporation of the property will not change and the 
excess of the capital cost over the deemed proceeds of disposition is deemed to have been 
claimed as capital cost allowance.1/2 

To take advantage of the "step-up" in section 111(4)(e), the properties must be designated by 
the corporation in Schedule 6 "Summary of Dispositions of Capital Property" to its income 
tax return filed for its taxation year deemed to end immediately before the acquisition of 
control or in a prescribed form filed with the minister on or before the day that is 90 days 
after the day on which a notice of assessment of tax payable for the year or notification that 
no tax is payable for the year is mailed. An assessment includes a reassessment and thus the 
designation may be made (or amended) by filing the prescribed form within 90 days of the 


mailing of a notice of reassessment.1Z& 


By virtue of section 111(4)(f), any capital gain realized as a consequence of such a 
designation is, for purposes of the definition of "capital dividend account" in section 89(1), 
deemed realized simultaneously with any capital loss deemed realized under section 111(4) 
(d) and immediately before the deemed disposition and reacquisition of properties under 
section 111(4)(e). This prevents the corporation from paying a capital dividend out of gains 
realized under section 111(4)(e) before taking into account the capital losses that will arise 
under section 111(4)(d). 


FOOTNOTES 


173 CRA has expressed the view that where a corporation owns a partnership and the corporation 
makes an election pursuant to s. 111(4)(e), it will not be allowed artificially increase the ACB 
of the partnership beyond the at-risk amount, but it will rather be determined in accordance 
with s. 96(2.3). See Technical Interpretation, CRA Document 2011-042149117, dated March 9, 
2012. 


174cRA has expressed the view that land with a building can be treated as two separate capital 
properties, such that the corporation would be permitted to designate either the land or the 
building, separately. Technical Interpretation, CRA Document 2008-0304991E5, dated March 
2, 2009. 


175 See ss. 111(4)(e)Gii) and (iv). Generally, the permitted capital cost allowance for the first year 
during which a depreciable capital property is acquired is reduced to one-half pursuant to s. 
1100(2) of the Regulations. An exception to the half-year rule applies where the property is 
acquired from a non-arm's length person and certain other conditions under s. 1100(2.2) of the 
Regulations are met. CRA's administrative position prevents a corporation from being 
penalized for electing for the deemed disposition of depreciable capital properties by providing 
that the corporation is considered not to be dealing with itself at arm's length for the purposes 
of the non-arm's length exception. See IT-302R3, supra note 7 at paragraph 19. 


176Se¢ the definition of assessment in s. 248(1). See also Technical Interpretation, CRA Document 
9715885, dated July 10, 1997 and Technical Interpretation, CRA Document 9500695, dated 
February 10, 1995. 


2019 Thomson Reuters Canada Limited 
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11.3.7 Foreign Currency Debt 


Section 111(12) extends the treatment of capital property under section 111(4) to "foreign 
currency debt" (defined in section 111(8) as a debt denominated in a currency of a country 
other than Canada!“) owing by a taxpayer in respect of which the taxpayer would realize a 
capital gain or loss if the debt were repaid immediately before the acquisition of control.128 
Section 111(12) applies only to debts on capital account, and so would not apply to trade 
payables or other amounts payable on income account. 


For purposes of section 111(4), where a taxpayer owes a foreign currency debt, section 
111(12) deems the taxpayer to own, immediately before the acquisition of control, a 
property with an adjusted cost base equal to the principal amount of the debt at that time 
computed in Canadian dollars (or the taxpayer's functional currency) using the exchange 
rate applicable at that time, plus or minus any gains or losses previously recognized in 
respect of the debt because of section 111(12). Section 111(12)(b) deems the property to 
have a fair market value equal to the principal amount of the debt at that time, computed 
using the exchange rate applicable at the time of the original borrowing. 


Since the debt is deemed to be a property for purposes of section 111(4), any accrued capital 
loss in respect of the obligation will be deemed to be a capital loss under section 111(4)(d) 
for the taxation year ending immediately before the acquisition of control, and all or part of 
any accrued capital gains will, if the taxpayer so elects, be realized under section 111(4) 
(e) 2 


Any gain or loss realized as a result of section 111(12) will be taken into account when 
computing the taxpayer's gain or loss on repayment or assignment of the debt, by virtue of 
sections 40(10) and (11).482 Thus, any capital gain or capital loss previously recognized by 
virtue of section 111(12) will reduce the capital gain or increase the capital loss, as the case 
may be, when the debt is ultimately settled or assigned, to the extent it is attributable to 
foreign currency fluctuations. 


FOOTNOTES 


1776, where relevant, in a currency other than the taxpayer's elected functional currency by 


virtue of s. 261(5)(f)(ii). 


178 section 111(12) is effective for acquisitions of control occurring after March 7, 2008,other 
than one that occurs before 2009 pursuant to the terms of an agreement in writing made 
before March 8, 2008. Also applicable after 2005 if the corporation elected by its filing due 
date for its taxation year that includes March 12, 2009. 


179 Where a corporation makes a designation under s. 111(4)(e) in respect of a foreign exchange 
currency gain under s. 111(12) and subsequently amalgamates with another corporation, the 
new corporation formed on the amalgamation will, by virtue of s. 87(7)(d), be the corporation 
that realized the gain in respect of the foreign currency, such that no double taxation would 
arise when the new corporation repays the debt. See Income Tax Folio S4-F7-C1, supra note 
28, paragraph 1.59. 


180CRA has expressed the view that, following an amalgamation, s. 87(7)(d) should apply such 
that, for the purposes of s. 40(11), the amalgamated corporation is considered to be the 
corporation that realized a gain or loss in respect of the foreign currency debt because of s. 
111(12). Technical Interpretation, CRA Document 2010-0387601E5, dated December 12, 2010. 
See §7.2.31 for a discussion of s. 87(7). 
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11.3.8 Debt Forgiveness 


Losses realized in a pre-control year can be used to offset debt forgiveness arising in a post- 
control year in certain circumstances. Very generally, under the debt forgiveness rules in 


sections 80 to 80.04, a "forgiven amount" in respect of a "commercial obligation"12! of a 


corporation is applied to reduce the tax attributes of the corporation, including the losses of 
the corporation, with one-half of any remaining balance of the forgiven amount being 
included in the income of the corporation under section 80(13). 


The forgiven amount in respect of a particular commercial obligation is applied to reduce 


the debtor corporation's losses!82 only to the extent of the "relevant loss balance" for the 


obligation. This term is defined in section 80(1) to include pre-acquisition of control losses 
for obligations issued before, and not in contemplation of, the acquisition of control, as well 
as obligations all or substantially all of the proceeds of which were used to refinance such an 
obligation. Thus, pre-acquisition of control losses may be applied against debt forgiveness 
arising in respect of pre-acquisition of control debts, thereby preserving the corporation's 
other tax attributes or limiting the income inclusion under section 80(13). However, if a 
corporation has non-capital losses from both pre- and post-control years and net capital 
losses from pre-control years that expired pursuant to section 111(4), a forgiven amount in 
respect of a commercial obligation that was issued in a pre-control year must be applied first 
to reduce all of the corporation's non-capital losses (i.e., those from pre- and post-control 
years) before any amount can be applied to reduce the net capital losses from a pre-control 


year.183 


FOOTNOTES 


181 \Forgiven amount" and "commercial obligation" are defined in s. 80(1). 


1821y general terms, a forgiven amount first reduces non-capital losses, then farm losses, then 
restricted farm losses, then allowable business investment losses and then net capital losses. 
See ss. 80(2)(c), (3) and (4). 


183 Ibid. However, within each category of losses, the oldest losses are reduced first. Thus, losses 


of pre-control years in a particular category will be reduced by such forgiven amount before 
losses of post-control years in the same category. 
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11.3.9 Scientific Research and Experimental Development Expenditures 


Sections 37(1)(h) and 37(6.1) generally parallel the loss streaming rule in section 111(5). 
They permit deductions attributable to scientific research and experimental development 
expenditures made in pre-control years to be taken in post-control years where the business 
that gave rise to the expenditures is carried on for profit or with a reasonable expectation of 
profit throughout the year in which the deduction is sought, but only to the extent of the 
corporation's income for the year from that business or from another business substantially 
all the income of which was from the sale or lease of similar products or the rendering of 
similar services to those sold, leased or rendered in that business. See §11.3.4 for a 


discussion of relevant considerations.184 


FOOTNOTES 


184. S66 Technical Interpretation, CRA Document 9810385, dated April 27, 1999, for an example of 
the application of s. 37(6.1). 
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11.3.10 Investment Tax Credits 


Undeducted investment tax credits of a corporation from a pre-control year may be carried 
forward to a post-control year (and investment tax credits earned in a post-control year may 
be carried back to a pre-control year) generally only on the same basis as non-capital losses 
under section 111(5), as discussed at §11.3.4 above. 


A corporation's "investment tax credit" is defined in section 127(9) as the amount by which 
certain expenditures exceed, among other amounts, the amounts determined under sections 
127(9.1) and (9.2) (by virtue of sections (j) and (k) of that definition, respectively). Section 
127(9.1) deals with the carry forward of investment tax credits earned in pre-control years 
to post-control years and section 127(9.2) deals with the carry back of investment tax credits 
earned in post-control years to pre-control years. Any positive amount determined under 
section 127(9.1) or (9.2) is deducted from the corporation's investment tax credit for the 
relevant taxation year. 


The amount determined under section 127(9.1) is the amount determined under section 


127(9.1)(a) less the amount determined under section 127(9.1)(d).4+85 The section 127(9.1) 
(a) amount is the total of the amounts added in computing the corporation's investment tax 
credit in respect of acquisitions of property and expenditures made before the acquisition of 
control less, generally, deductions from tax claimed in preceding taxation years for 
investment tax credits to the extent the deductions may reasonably be considered to have 
been deducted in respect of such a property or expenditure. The section 127(9.1)(d) amount 
is computed by reference to the Part I tax payable in the relevant post-control year in respect 
of the income from the business in the course of which the property or expenditure giving 
rise to investment tax credits was acquired or made or a "similar business." 


More particularly, an amount is determined under section 127(9.1)(d) for a taxation year 


only where, throughout the post-control year, the corporation carried on the business12° in 


the course of which the property was acquired or the expenditure was made. Provided this 
condition is met, the amount determined under section 127(9.1)(d) is a specified proportion 
of the corporation's tax payable under Part I, determined without reference to section 127(5) 
(under which investment tax credits are deductible) as well as section 127(3) (political 
contribution deductions) and section 126 (foreign tax credits deductions).182 The specified 
proportion is the proportion that (i) the corporation's aggregate income from the same 
business and from any business substantially all the income of which was from the sale or 
lease of similar products or the rendering of similar services, net of any amounts deducted 
by the corporation as a non-capital loss or farm loss in respect of such businesses, is of the 
greater of (ii) such aggregate net income and (iii) the corporation's taxable income for the 


year. 


Section 127(9.2) provides a parallel rule for the carry back of investment tax credits earned 
in a post-control year to a pre-control year, mutatis mutandis. 


FOOTNOTES 


185 Section 127(9.1)(b) has been repealed and s. 127(9.1)(c) refers to the now largely irrelevant 
refundable Part VII tax on hand. 


186 Unlike s. 111(5), s. 127(9.1) does not require that the business be carried on for profit or with 
a reasonable expectation of profit. 


187 section 127(9.1) also backs out deductions available under the now irrelevant ss. 127.2 and 
127.3. 
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11.3.11 Resource Expenses 


Generally, where a corporate purchaser acquires all or substantially all of a vendor's 


Canadian resource properties or foreign resource properties,188 the successor corporation 
rules in section 66.7 permit the purchaser (the "successor") and vendor to elect so that the 


vendor's undeducted resource expenses!82 become deductible by the successor rather than 
the vendor. In effect, the undeducted resource expenses are transferred to the successor. 
However, the successor may deduct such expenses only against the income derived from the 
production from, and proceeds of disposition of, the acquired properties. 


Upon an acquisition of control of a corporation, section 66.7(10) deems the corporation to be 
a successor to itself for these purposes, such that the use of its resource expense balances as 
at the end of the taxation year immediately preceding the acquisition of control will be 
restricted thereafter by the successor rules. In certain circumstances, section 66.7(10) 
permits a corporation to designate a portion of the income attributable to the production 
from, or gains from the disposition of, property owned by it immediately before the 


acquisition of control to a _ parent corporation!22 or a _ subsidiary wholly-owned 


corporation? or, where it is a subsidiary wholly-owned corporation of a parent corporation, 


to another subsidiary wholly-owned corporation of that parent corporation, which has 

successor resource expenses provided, inter alia, the two corporations had the requisite 

relationship at the time that the resource expenses were incurred: see sections 66.7(10)(g), 

(h) and (i). The designation of income is relevant solely for determining the amount of 

successored resource expenses that the designee is entitled to claim, and the income 
192 


remains income of the designor for all other purposes. 

By virtue of section 66.7(10)(j), if the corporation is, at the time of the acquisition of control, 
a member of a partnership that owns a Canadian resource property or a foreign resource 
property, the corporation is deemed for purposes of the successor corporation rules to have 
owned a share of the resource property owned by the partnership, generally equal to its 
percentage share of the of the total amounts that would be paid to all of the members of the 
partnership on liquidation. CRA has expressed the view that, since section 66.7(10)(j) refers 
only to partnerships of which the corporation is a member, it will not apply through tiered 
partnerships.122 Thus, in CRA's view, if a corporation is a member of Partnership A, and 
Partnership A is a member of Partnership B, section 66.7(10)(j) would not apply in respect of 
any Canadian resource property or foreign resource property owned by Partnership B. In 
Devon Canada Corp. Vv. R.,4%4 the Court considered a situation in which section 66.7(10)(j) 
applied in respect of property held by a partnership of which the corporate taxpayer was a 
member at the time of the acquisition of control, and the property was subsequently 


transferred to a lower tier partnership. The minister argued that that section 66.7(10)(j) 
ceased to apply after the transfer. The Court disagreed, holding that the transfer to the 
lower tier partnership did not terminate the deemed ownership of the property under 
section 66.7(10)(j). 


Pursuant to section 66(11.4), where control of a corporation is acquired and the corporation 
was not a "principal-business corporation"12> immediately before the start of the 12-month 
period preceding the acquisition of control, any Canadian or foreign resource property 
acquired in that 12-month period by it, a partnership of which it was a "majority-interest 
partner,"126 or a trust of which it was a "majority-interest beneficiary"!22 (other than 
property that was, in general terms, held by an affiliated entity!28 throughout the period 
that began immediately before the 12-month period and ended at the time the property was 
so acquired), is deemed not to have been acquired until the acquisition of control for 
purposes of sections 66(4), 66.2, 66.21 and 66.4, except as those provisions apply for 
purposes of section 66.7 (including section 66.7(10) discussed above). Thus, any resource 
expenses associated with the acquisition will be successored, but the corporation is 
precluded from deducting its other successored expenses against income from these 
properties. Where the property was disposed of before the acquisition of control, the 
property is deemed to have been acquired immediately before the disposition. 


FOOTNOTES 


188 Canadian resource property and foreign resource property are defined in s. 66(15). 


189 Resource expenses are Canadian exploration and development expense, cumulative Canadian 
exploration expense, cumulative Canadian development expense, cumulative Canadian oil and 
gas expense, foreign exploration and development expense, and foreign resource expense. 


190 Within the meaning assigned by s. 87(1.4). 
191 Ihid, See §§7.1 and 7.2.27. 


192 For a detailed discussion of s. 66.7(10) and the successor rules generally see Brian Carr and C. 
Anne Sanderson, Canadian Resource Taxation, chapter 7, looseleaf (Toronto: Carswell, 1996). 


193 Technical Interpretation, CRA Document 2012-0432931E5, dated March 15, 2012. 


194 Devon Canada Corp. v. R., 2013 CarswellNat 4829, 2013 CarswellNat 5590, [2014] 3 C.TC. 


2180, 2014 D.T.C. 1043 (Eng.) (T.C.C. [General Procedure]). 


195 Defined in s. 66(15) as a corporation the principal business of which is one or any combination 
of oil production, refining or marketing; mining, exploration or processing of minerals; metal 
fabrication; oil or gas pipeline operation and other similar activities. 


196 Defined in s. 248(1). See the discussion of this term in §2.5.3. 
197 nefined in 251.1(3). 


198 Foy purposes of s. 66(11.4), s. 66(11.5) deems a taxpayer formed in the 12-month period, for 
the portion of the 12-month period prior to its formation, to have been in existence and 
affiliated with every person with whom it was affiliated (otherwise than because of a right 
described in s. 251(5)(b)) throughout the period from its formation to the time of the 
acquisition of control. 


2019 Thomson Reuters Canada Limited 
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11.3.12 Charitable Donation Deductions and Other Gifts 


Where control of a corporation is acquired, section 110.1(1.2)(a)192 prohibits the 
corporation from deducting any unused charitable donation or similar deductions?22 from 
income in post-control years. Moreover, where property was acquired by a corporation prior 
to an acquisition of control and it was reasonable to expect, at the time it was acquired, that 
there would be an acquisition of control of the corporation and that a gift of the property 
would be made following the acquisition of control, section 110.1(1.2)(b) prohibits the 
corporation from deducting any amount in respect of a gift of that property in a taxation year 
ending after the acquisition of control, unless control was acquired by a charity or other 
qualified donee that received the gift. The purpose of section 110.1(1.2) is to prohibit the 
trading of unused charitable and similar donation deductions. As with section 111(4)(a) and 
capital losses, section 110.1(12) precludes any deduction in a post-control year, regardless 
of whether the corporation continues to carry on the business it carried on prior to the 
acquisition of control. 


FOOTNOTES 


199 Ftfective for donations made after March 22, 2004. 


200 section 110.1(1.2) applies not only to charitable donations but also to gifts to the Crown, 
eligible medical gifts, ecological gifts, and cultural gifts. 
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11.3.13 CCPC and Capital Dividend Account 


A corporation that qualifies as a "Canadian-controlled private corporation" or "CCPC"201 is 
entitled to preferential tax treatment under various provisions of the Act, including the 
"small business deduction" in section 125(1) and the "refundable investment tax credit" in 
section 127.1. Preferential treatment is also available to its shareholders, lenders and 
employees, for example under the capital gains exemption in section 110.6(2.1), the "eligible 


dividend" rules,222 the ABIL rules222 and the employee stock option rules.224 


An acquisition of control can result in a corporation becoming or ceasing to be a CCPC. 
Where a private corporation controlled directly or indirectly in any manner whatever by one 
or more non-resident persons becomes a CCPC (otherwise than by reason of a change of 
residence of one or more of its shareholders), the capital dividend account of the corporation 


is reduced to nil under section 89(1.1).222 Moreover, gains (and losses) that accrued on 
property prior to the corporation becoming a CCPC in such circumstances are backed out of 
the computation of "capital dividend account" on a future disposition of that property, or 
property for which the property was substituted, under section (a)(i)(C)(II) (and (a)(ii)(C)(II)) 
of that definition in section 89(1). 


FOOTNOTES 


201 Defined in s. 125(7). A corporation will not qualify as a CCPC where, inter alia, were a 
hypothetical person to own all of the shares of the corporation owned by non-resident persons, 
public corporations or corporations which have a class of shares listed on a designated stock 
exchange, that hypothetical person would control the corporation. Thus, a corporation's status 
as a CCPC may be lost even though no person or group of persons controls, or acquires control 
of, the corporation. Where a corporation becomes or ceases to be a CCPC otherwise than as a 
result of an acquisition of control, the corporation's taxation year will be deemed to end. See s. 
249(3.1). 


202 Discussed in chapter 12. 


203See §11.3.3. 


204 Discussed in chapter 13. 


205-The election in s. 89(11) to not be a Canadian-controlled private corporation does not apply for 
purposes of s. 89(1.1). See s. (d) of the definition of Canadian-controlled private corporation in 
s. 125(7). 
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11.3.14 Foreign Affiliates 


Section 5905(5.2) of the Regulations, where it applies, reduces the exempt surplus balance 
(or increases the exempt deficit balance) of a top-tier foreign affiliate of a corporation 
resident in Canada on an acquisition of control of that resident corporation. 


The general effect of the rules is to reduce the exempt surplus of the affiliate in respect of 
the resident corporation by the amount, if any, by which the tax-free pipeline (in the form of 
exempt surplus, tax-paid taxable surplus and adjusted cost base) out of the affiliate exceeds 
the fair market value of the affiliate shares at the time of the acquisition of control. Since the 
adjusted cost base to the corporation of the affiliate shares would be reduced to the fair 
market value of the shares under section 111(4)(c), section 5905(5.3) of the Regulations 
provides that section 111(4) will apply before section 5905(5.2). 


More particularly, section 5905(5.2) provides that, where there is an acquisition of control of 
a Canadian resident corporation that owns shares of a foreign affiliate, the exempt surplus of 
the foreign affiliate in respect of that corporation is reduced (or its exempt deficit in respect 
of that corporation is increased), immediately before control is acquired, by an amount 
determined by the formula (A + B — C)/D where: 


A is equal to the "tax-free surplus balance" of the affiliate in respect of the 
corporation multiplied by the corporation's "surplus entitlement percentage" in 
respect of the affiliate; 


B is equal to the corporation's cost amount of the shares of the affiliate; 
C is equal to the fair market value of the shares; and 


D is equal to the corporation's "surplus entitlement percentage" in respect of the 
affiliate.206 


"Surplus entitlement percentage" is defined in section 5905(13) of the Regulations. Where 
the affiliate has only one class of shares, the corporation's surplus entitlement percentage 
will be equal to its percentage ownership of that class.222 Thus, where the corporation is the 
only shareholder of the affiliate, the amount determined under section 5905(5.2) will be the 
amount, if any, by which the aggregate of the affiliate's "tax-free surplus balance" in respect 
of the corporation and the adjusted cost base of the affiliate shares to the resident 
corporation exceeds the fair market value of the shares. 


"Tax-free surplus balance" is defined in section 5905(5.5) of the Regulations as the sum of (a) 


the amount, if any, by which the affiliate's "exempt surplus"228 in respect of the corporation 


exceeds the total of the affiliate's "hybrid deficit" and "taxable deficit" and (b) the lesser of (i) 
the product of the affiliate's "underlying foreign tax" in respect of the corporation and the 
amount by which the corporation's "relevant tax factor" for the year exceeds one and (ii) the 
amount by which the affiliate's "taxable surplus" in respect of the corporation exceeds an 
amount computed by reference to the amount by which the affiliate's taxable surplus in 
respect of the corporation exceeds some combination of its "exempt deficit," "hybrid deficit," 
and "hybrid surplus" in respect of the corporation.222 Tax-free surplus balance also will 
include, by virtue of section 5905(5.5)(a.1) of the Regulations, an amount in respect of 
"hybrid surplus," computed in accordance with the formula: [A x (B — 0.5)] (C x 0.5), where: 


A is the affiliate's "hybrid underlying tax" in respect of the corporation; 
B is the corporation's "relevant tax factor" for the year; and 
C is the affiliate's "hybrid surplus" in respect of the corporation. 


The formula in section 5905(5.5)(a.1) of the Regulations will produce a positive number only 
in circumstances where the hybrid surplus is 100% deductible. 


Section 5905(5.6) of the Regulations provides that the various surplus, deficit and 
underlying tax balances in section 5905(5.5) are to be determined as if section 5902(1)(a)(i) 
of the Regulations applied at the determination time in respect of a dividend paid at that 
time.210 


This rule also applies where the shares of the foreign affiliate are held by a partnership of 
which the corporation is a member: see sections 5908(1) and (6) of the Regulations. 


FOOTNOTES 


206 where the corporation is a partner of a partnership that holds the affiliate shares, special rules 
in s. 5908 (6) of the Regulations apply for purposes of s. 5905(5.2), and in particular for 
determining the amounts in B and C. 


207 Section 5905(13)(a) of the Regulations. . Where the affiliate has more than one class of shares, 
surplus entitlement percentage is determined under s. 5905(13)(b) of the Regulations, 
generally by looking to the amount that would be received by the corporation on a payment by 
the affiliate, out of its surplus accounts, of dividends on all of its shares as a proportion of all of 
its surplus accounts. 


208 ay terms in quotes are defined in s. 5907(1) of the Regulations except "relevant tax factor", 
which is defined in s. 95(1) of the Act. 


209 More particularly, the amount by which the affiliate's taxable surplus in respect of the 
corporation exceeds: (A) if the affiliate has both exempt deficit and hybrid deficit in respect of 
the corporation, the total of these deficit accounts, (B) if the affiliate has an exempt deficit and 
no hybrid deficit in respect of the corporation, the amount, if any, by which the exempt deficit 
exceeds its hybrid surplus in respect of the corporation, and (C) if the affiliate has a hybrid 
deficit and no exempt deficit in respect of the corporation, the amount, if any, by which the 
hybrid deficit exceeds its exempt surplus in respect of the corporation. 


210s¢¢ the Department of Finance Technical Notes to s. 5905(5.2) of the Regulations and the 
Technical Notes to s. 5905(5.5) to (5.7) for examples of the application of these rules. 
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11.4 Anti-Avoidance Rules 


There are both general and specific anti-avoidance provisions aimed at preventing 
corporations from utilizing losses, deductions and credits in ways other than those 
contemplated by the Act. 
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11.4.1 The General Anti-Avoidance Rule 


Even where a transaction or series of transactions complies with the Act's specific 
provisions, any tax benefit will be denied pursuant to the general anti-avoidance rule or 
"GAAR" in section 245 if the transaction gives rise to a tax benefit, the transaction is an 
avoidance transaction not effected for primarily bona fide purposes, and the transaction is 


found to be a misuse or abuse of the provisions of the Act.244 In OSFC Holdings Ltd. v. R.,244 
the Federal Court of Appeal held that the general policy of the Act is to preclude the transfer 


of non-capital losses by corporations, except in very narrow circumstances.243 In the 
Technical Notes issued in conjunction with the enactment of the GAAR in 1988, the 
Department of Finance recognized that most transactions within a corporate group effected 
to consolidate losses will not result in a misuse or abuse of the Act: 


There are a number of provisions in the Act that limit the claim by a taxpayer of losses, deductions and 
credits incurred or earned by unrelated taxpayers, particularly corporations. The loss limitation rules 
contained in subsections 111(4) to (5.2) of the Act that apply on a change of control of a corporation 
represent an important example. These rules are generally restricted to the claiming of losses, 
deductions and other amounts by unrelated parties. There are explicit exceptions intended to apply with 
respect to transactions that would allow losses, deductions or credits earned by one corporation to be 
claimed by related Canadian corporations. In fact, the scheme of the Act as a whole, and the expressed 
object and spirit of the corporate loss limitation rules, clearly permit such transactions between related 
corporations where these transactions are otherwise legally effective and comply with the letter and 
spirit of these exceptions. Therefore, even if these transactions may appear to be primarily tax-motivated, 
they ordinarily do not fall within the scope of section 245 since they usually do not result in a misuse or 
abuse. 


However, not all inter-company transactions within a related corporate group will necessarily be outside 
the scope of the anti-avoidance rule. There may be circumstances where new section 245 would apply, for 
example: 


¢ where the transaction results in the deduction of the same amount twice, 


¢« where the transactions are entered into to make two or more corporations related only for the 
purpose of avoiding a loss limitation, or 


¢ where the transaction otherwise attempts to abuse the loss limitation rules. 


Since the Act does not currently allow consolidated reporting by corporate groups, members 
of a corporate group will often enter into inter-corporate transactions in order to share 
losses, deductions or credits within the group. CRA's administrative position generally 
permits such transactions to be effected to enable affiliated (or, more recently, related) 
corporations to consolidate losses of one corporation with profits of an affiliated 


corporation.214 However, CRA may regard as abusive transactions designed to allow one 


person to acquire a substantial interest in a corporation (such as by having de facto control 
of, and a substantial equity interest in, the corporation), and thereby benefit from its losses 
without being subjected to the streaming rules.2!2 Section 256.1, discussed in §11.4.7 
below, addresses certain such transactions directly. Similarly, CRA considers transactions 
designed to avoid the application of the rules restricting the deduction of losses after control 
of a corporation is acquired by an arm's length person to be a misuse of the provisions of the 
Act 22 


In Birchcliff Energy Ltd. v. R.2+4, Birchcliff amalgamated with Veracel, which had $16 million 
in non-capital losses, by way of a plan of arrangement. Prior to the acquisition investors 
acquired shares of Veracel, so as to allow Veracel to fit within the exemption in section 
256(7)(b)(iii)(B). The Court held this transaction to be subject to GAAR, stating that "the 
Majority Voting Interest Test in clause 256(7)(b)(iii)(B) is intended to reflect a continuity of 
shareholder interest that would justify an exception to the deemed acquisition of control 
upon amalgamation".218 Based on this purpose, the Court found that artificial compliance 
with the section, as in this case where there was no continuity of interest, amounts to an 
abuse of the provision. 


FOOTNOTES 


211 c¢¢ Canada Trustco Mortgage Co. v. R., 2005 CarswellNat 3212, 2005 CarswellNat 3213, 
[2005] 5 C.T.C. 215, (sub nom. Canada Trustco Mortgage Co. v. Canada) 2005 D.T.C. 5523 
(Eng.), (sub nom. Hypotheéques Trustco Canada v. Canada) 2005 D.T.C. 5547 (Fr.) (S.C.C.). 


PATO 261 Holdings Ltd. v. R., 2001 CarswellNat 1967, 2001 CarswellNat 3521, [2001] 4 C.T.C. 82, 


2001 D.T.C. 5471 (Fed. C.A.), leave to appeal refused 2002 CarswellNat 1388, 2002 
CarswellNat 1389 (S.C.C.). 


213 S¢¢ also Mathew v_R., 2005 CarswellNat 3214, 2005 CarswellNat 3215, [2005] 5 C.T.C. 244, 
(sub nom. Mathew v. Canada) 2005 D.T.C. 5538 (Eng.), (sub nom. Mathew v. Canada) 2005 
D.T.C. 5563 (Fr.) (S.C.C.) and MacKay v. R., 2008 CarswellNat 677, 2008 CarswellNat 2145, 
[2008] 4 C.T.C. 161, (sub nom. R. v. MacKay) 2008 D.T.C. 6238 (Eng.) (F.C.A.), leave to appeal 
refused 2009 CarswellNat 19, 2009 CarswellNat 20 (S.C.C.), leave to appeal refused 2009 
CarswellNat 21, 2009 CarswellNat 22 (S.C.C.), leave to appeal refused 2009 CarswellNat 23, 
2009 CarswellNat 24 (S.C.C.), leave to appeal refused 2009 CarswellNat 29, 2009 CarswellNat 
30 (S.C.C.), leave to appeal refused 2009 CarswellNat 25, 2009 CarswellNat 26 (S.C.C.), leave 
to appeal refused 2009 CarswellNat 27, 2009 CarswellNat 28 (S.C.C.), leave to appeal refused 
2009 CarswellNat 31, 2009 CarswellNat 32 (S.C.C.), leave to appeal refused 2009 CarswellNat 
33, 2009 CarswellNat 34 (S.C.C.), leave to appeal refused 2009 CarswellNat 35, 2009 
CarswellNat 36 (S.C.C.), leave to appeal refused 2009 CarswellNat 37, 2009 CarswellNat 38 
(S.C.C.), leave to appeal refused 2009 CarswellNat 39, 2009 CarswellNat 40 (S.C.C.), leave to 


appeal refused 2009 CarswellNat 41, 2009 CarswellNat 42 (S.C.C.). However, in 594710 
British Columbia Ltd. v. R., the TCC, at paragraph 112, noted that there was no general policy 
against profit trading. 


214 CRA has issued numerous favourable technical interpretations and rulings in respect of loss 
consolidation transactions among members of an affiliated group. See, for example, Advance 
Tax Ruling ATR-44, dated February 17, 1992; CRA Document 2008-0279991R3, dated October 
8, 2008; Document 2008-0266221R3, dated May 21, 2008; CRA Document 2007-0252501R3, 
dated February 20, 2008; CRA Document 2007-0226151R3, dated October 10, 2007; and CRA 
Document 2006-0192521R3, dated December 13, 2006. See Advance Tax Ruling, CRA 
Document 2009-0332571R3, dated January 1, 2010 for CRA's more recent position that GAAR 
should not apply to a loss consolidation arrangement between related, and unaffiliated, 
corporations. 


215Se¢ Income Tax Technical News No. 34, dated April 27, 2006. 


216 c6¢@ Information Circular IC-88-2 "General Anti-Avoidance Rule: Section 245 of the Income Tax 
Act", dated October 21, 1988, at paragraph 8. 


217 Birchcliff Energy Ltd. v. R., 2015 CarswellNat 4799, 2015 CarswellNat 10756, [2016] 1 C.TC. 


2071, 2015 D.T.C. 1198 (T.C.C. [General Procedure]), reversed 2017 CarswellNat 1821, [2017] 
5 C.T.C. 117, (sub nom. Birchcliffe Energy v. The Queen) 2017 D.T.C. 5056 (F.C.A.). This case 
was nullified by the Federal Court of Appeal, in Birchcliff Energy Ltd. v. R., 2017 CarswellNat 
1821, [2017] 5 C.T.C. 117, (sub nom. Birchcliffe Energy v. The Queen) 2017 D.T.C. 5056 
(F.C.A.), on the grounds that the justice who heard the submissions was a different judge than 
the one who made the decision. 


218 hid at paragraph 96. 


2019 Thomson Reuters Canada Limited 
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11.4.2 Acquiring Control to Recognize Accrued Losses 


Where it is reasonable to consider that the main reason for acquiring control of a 


corporation2!2 is to cause the application of certain provisions that deem accrued losses to 


be realized (section 111(4)(d) in respect of capital losses, section 111(5.1) in respect of 
terminal losses, or section 111(5.3) in respect of doubtful debt losses), section 111(5.5) 
deems such provisions to be inapplicable. Moreover, neither section 111(4)(e), which 
permits the elective recognition of accrued capital gains and recapture nor, where section 
111(4)(d) was relied upon to recognize accrued capital losses, section 111(4)(c) which 
reduces the adjusted cost base of the property, will apply. 


The 1987 Department of Finance Technical Notes for section 111(5.5) provides the example 
of a controlling shareholder disposing of its shares of a corporation to another person and 
then reacquiring them in order to trigger the corporation's accrued losses. However, as 
observed in the Technical Notes, all other relevant provisions would apply as a consequence 
of the acquisition of control to which section 111(5.5) applied, including the restrictions on 
loss carry-overs in sections 111(4) and (5). 


FOOTNOTES 


2196, more accurately, for subjecting a taxpayer to a loss restriction event, which encompasses 
both corporations and trusts. 
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11.4.3 Deemed Exercise of Rights 


Where a person acquires a right referred to in section 251(5)(b) in respect of a share,222 and 
it is reasonable to conclude that one of the main purposes of the acquisition of that right 
was, inter alia, to avoid the restrictions on the utilization of certain losses, deductions or 
credits that would apply were there an acquisition of control, the taxpayer is deemed under 
section 256(8) to be in the same position in relation to the control of the corporation as if it 
had exercised that right at the time that the right was acquired. 


In particular, section 256(8) applies where it is reasonable to conclude that one of the main 
purposes of the acquisition of the right was to avoid the application of any limitation on the 
deductibility of any non-capital loss, net capital loss, farm loss or other amount referenced in 
section 66.7(10) or (11). This would include avoiding the limitations in section 111(5). It also 
applies where it is reasonable to conclude that one of the main purposes of acquiring the 
right is to avoid the application of sections 10(10), 13(24), 37(1)(h), 111(4), 111(5.3), 
251.2(2) or (j) or (k) of the definition of "investment tax credit" in section 127(9).221 Section 
256(8) also applies where it is reasonable to conclude that one of the main purposes of the 
acquisition of the right was to avoid the application of the affiliated person rules in section 
251.1, the debt forgiveness rules in section 80 or the dividend stripping rules in section 
55(2). 


Where section 256(8) is triggered in respect of one provision, it applies for purposes of all 
specified provisions. 


Section 256(8) is aimed at circumstances where a person seeks to access the losses or other 
available deductions of a corporation by acquiring effective, but not legal, control of the 


corporation and then transfers its profitable business into the loss corporation.222 


By virtue of section 256(8.1), this rule also applies to corporations without share capital. See 
§11.2.7. 


FOOTNOTES 


220 section 251(5)(b) concerns certain rights to acquire shares or control votes in respect of 
shares, to cause a corporation to redeem shares, to acquire voting rights in respect of shares 


or to cause the reduction of such voting rights, except where the right is contingent on the 
death, bankruptcy or permanent disability of an individual. See §2.1.1(c) for a discussion of s. 
251(5)(b). 


221 section 256(8) also refers to sections 66(11), 66.5(3), 66(11.4), 66(11.5), 181.1(7) and 
190.1(6), which are generally of historical relevance only. 


222S¢¢ Income Tax Technical News, No. 34, dated April 27, 2006, in the section entitled "Sale of 
Tax Losses," for an example of a transaction to which section 256(8) might apply. 
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11.4.4 Resource Property Acquired Prior to the Acquisition of Control 


Section 66.7(11) is an anti-avoidance provision directed at certain transactions including 
where control of a corporation is acquired and, before the acquisition of control, the 
corporation or a partnership of which the corporation was a member acquired a Canadian 
resource property, a foreign resource property or an interest in a partnership and it is 
reasonable to conclude that one of the main purposes of acquiring the property was to avoid 
limitations on the deductibility of resource expenses contained in the successor rules. In 
such case, the corporation is deemed not to have acquired the property for purposes of those 
rules, resulting in the denial of the deduction of successored resource expenses from income 
from the disposition of, or production from, such property. See §11.3.11 for a discussion of 
section 66(11.4), another anti-avoidance rule related to resource expenses. 
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11.4.5 Depreciable Capital Property Acquired Prior to the Acquisition of Control 


Where a corporation, a partnership in which the corporation is a "majority-interest 


partner,"223 or a trust of which the corporation was a majority-interest beneficiary22* has 


acquired, within the 12-month period prior to an acquisition of control of the corporation, a 
depreciable property, and the property was not used, or acquired for use, in a business 
carried on by the corporation, partnership or trust or, generally, an affiliate thereof 
immediately before the beginning of the 12-month period,222 section 13(24)(a) deems the 
corporation not to have acquired the property until immediately after the acquisition of 
control for purposes of computing its undepreciated capital cost of depreciable property 
(defined in section 13(21)) and its investment tax credits (defined in sections 127 and 127.1). 
However, where the property was disposed of (and not reacquired) before the acquisition of 
control, the property is deemed to have been acquired immediately before it was disposed of 
for purposes of computing the corporation's undepreciated capital cost of depreciable 
property by virtue of section 13(24)(b). 


The corporation cannot, therefore, claim capital cost allowance, deduct investment tax 
credits in computing tax payable or claim the refundable investment tax credits in respect of 
the property for its pre-acquisition of control taxation years. The June 1987 Department of 
Finance Technical Notes indicate that the purpose of section 13(24) "is to prevent the 
transfer of depreciable property in contemplation of a change of control in order to reduce 
taxable income where the persons acquiring control would not themselves be in a position to 
use the capital cost allowance or investment tax credit on the property." 


FOOTNOTES 


223 Defined in s. 248(1). See the discussion of this term in §2.5.3. 
224 efined in s. 251.1(3). 


225 More particularly, s. 13(24) does not apply in respect of property owned by the corporation, 
partnership or trust, or by a person affiliated with the corporation (determined without 


reference to the expanded definition of "controlled" in s. 251.1(3)) throughout the period 
beginning immediately before the 12-month period and ending at the time the property was 
acquired by the corporation or partnership. For purposes of s. 13(24), s. 13(25) deems a 
corporation formed in that 12-month period, for the portion of the 12-month period prior to its 
formation, to have been in existence and affiliated with every person with whom it was 
affiliated (otherwise than because of a right described in s. 251(5)(b)) throughout the period 
from its incorporation to the time of the acquisition of control. 


) 


B 


6 Z 
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11.4.6 Section 69(11) 


Section 69(11) is an anti-avoidance rule that may apply where property is disposed of for 
proceeds of disposition that are less than the fair market value of the property and it is 
reasonable to consider that one of the main purposes of the series of transactions that 
includes the disposition is to obtain the benefit of any deduction in computing, inter alia, 
taxable income available to a person who is not affiliated with the taxpayer immediately 
before the series began in respect of a subsequent disposition of the property or property 
substituted for the property. It too can operate as a rule that precludes loss trading, although 
it is not premised on an acquisition of control. Where section 69(11) applies, the property 
transferred on a tax-deferred basis is deemed to have been transferred for fair market value 
proceeds. Thus, if property is transferred on a rollover basis to a corporation with losses 
with the objective of accessing those losses in respect of a subsequent disposition of the 
property or property substituted for it, and there is no resulting acquisition of control of the 
corporation so the losses are not restricted, section 69(11) may apply. See §2.3 and §2.5. 


2019 Thomson Reuters Canada Limited 
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11.4.7 Acquisitions of Control by a Loss Company and Transfers of Property to a Loss 
Company 


Prior to 2013, the restrictions on the use of tax attributes such as loss carry-forwards were 
generally triggered by an acquisition of control of the corporation with the tax attributes in 
question. This allowed structures where, in some cases, the corporation with losses acquired 
de jure control of a profitable corporation through shares enjoying majority voting power but 
where most of the value in the profitable corporation remained in the hands of its existing 
shareholders. In other cases, profit-generating property would be transferred to an 
unrelated loss corporation in consideration for shares of the corporation representing the 
predominant value of the corporation but which did not carry control. These situations were 
addressed by the enactment of section 256.1, effective generally after March 20, 2013. 
Section 256.1 applies with respect to what is referred to in section 256.1(1) as an "attribute 
trading restriction", defined as a restriction on the use of a tax attribute arising on the 
application of any of sections 10(10), 13(24), 37, 66(11.4) and (11.5), 66.7(10) and (11), 
69(11), 88(1.1) and (1.2), 111, 127, 181.1(7), 190.1(6), 249(4), 256(7) and 256.1. 


The first of these situations is addressed by section 256.1(6), which provides that where a 
person or group acquires control of a corporation as part of a transaction or event, or series 
of transactions or events, where it is reasonable to conclude that one of the main reasons for 
the acquisition of control is to avoid the application of a "specified provision", the attribute 
trading restrictions are deemed to apply as if there had been an acquisition of control. The 
"specified provisions" are sections 10(10), 13(24), 37(1)(h), 66(11.4) and (11.5), 66.7(10) 
and (11), 69(11), 111(A), (5), (5.1), (5.2) and (5.3), paragraphs (j) and (k) of the definition of 
investment tax credit in section 127(9), 181.1(7), 190.1(6) and "any provision of similar 
effect". Section 256.1(6) in effect reverses the decision of the Supreme Court in Duha 


Printers (Western) Ltd. v. R226 


The second situation is addressed by section 256.1(3)(a)(i), which deems a person or group 
referred to in section 256.1(2) to acquire control of a corporation (and any corporation 
controlled by it) for purposes of the attribute trading restrictions. Section 256.1(2) refers to 
a person or group which, at a particular time, holds shares of the corporation with a fair 
market value greater than 75% of the fair market value of all of its shares and equal to 75% 
or less immediately before that time,222 but which does not control the corporation at that 
time, and it is reasonable to conclude that one of the main reasons it does not control is to 
avoid the application of specified provisions. 


Section 265.1(3)(a)(i) applies only to cause the attribute trading restrictions to apply at the 
time of acquisition of control. Section 256.1(3)(a)(ii) provides that the person or group is not 
deemed to have control of the corporation and its subsidiaries at any time after the time of 
acquisition of control. This is intended to leave intact the situation of de jure control other 
than for application of the tax attribute restriction provisions. 


Section 256.1(3)(b) provides that, while a person or group satisfies the 75% value test in 
section 256.1(2), each corporation control of which is deemed to be acquired under section 
256.1(3)(a), and any subsidiary of such corporation formed subsequently, is deemed not to 
be related or affiliated to any person it was related or affiliated to prior to the deemed 
acquisition of control. The Department of Finance Technical Notes state that this is intended 
to prevent loss consolidations within what would otherwise be a related or affiliated group. 


Section 256.1(4) contains two specific anti-avoidance rules. The first provides that if one of 
the reasons for a transaction or event is to cause the person or group to fall under the 75% 
fair market value threshold, the transactions or events are to be disregarded. The second 
deems each person or member of the group to have exercised any right referred to in section 
251(5)(b). 


To apply the 75% fair market test where the fair market value of the shares in question is nil, 
section 256.1(5) deems the corporation to have assets net of liabilities equal to $100,000 
and income of $100,000 for the taxation year which includes the time of testing. 


While section 256.1 is directed to the types of loss trading transactions referred to above, its 
wording is sufficiently broad to apply to a distribution of shares by a trust to beneficiaries, 
relying on section 107(2), which allows a distribution of property to a beneficiary on a 
rollover basis. If the shares distributed represent more than 75% of the fair market value of 
the shares of the corporation, the first part of the test in section 256.1 would be satisfied, 
notwithstanding that the shares might not represent voting control. Presumably, in most 
such cases, taxpayers could argue that it was not reasonable to conclude that one of the 
main purposes of the distribution was to avoid the specified provisions. 


FOOTNOTES 


226 nuha Printers (Western) Ltd. v. R., 1998 CarswellNat 750, 1998 CarswellNat 751, [1998] 3 
C.T.C. 303, 98 D.T.C. 6334 (S.C.C.). 


227 The Department of Finance Technical Notes state that this is intended to prevent multiple 
applications of s. 256.1 solely because the fair market value of shares owned, which is already 
above 75%, increases in value. 


2019 Thomson Reuters Canada Limited 
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12 — THE ELIGIBLE DIVIDEND REGIME 


The eligible dividend regime provides preferential tax treatment to individual Canadian- 
resident shareholders by applying an enhanced gross-up and dividend tax credit ("DTC") to 
dividends paid by Canadian-resident corporations out of earnings taxed at the higher 
general corporate tax rate. Dividends paid out of active business income eligible for the 
small business deduction or investment income eligible for refundable tax treatment are not 
eligible for the enhanced gross-up and DTC. Although the regime operates at the 
shareholder level to reduce the effective tax rate on eligible dividends, it also adds 
considerable complexity at the corporate level, especially in the context of corporate 
reorganizations. 
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12.1 Legislative Purpose 


In November 2005 the government first announced its intention to reduce the individual tax 
rate on dividends paid by Canadian corporations out of income subject to the general 


corporate tax rate.! The eligible dividend regime was later introduced in the May 2006 


budget and implemented on February 21, 2007.2 The regime applies to eligible dividends 
paid in 2006 and later years. 


The eligible dividend regime was motivated by concerns over tax neutrality as between 
income trusts and public corporations and the disintegration of corporate and shareholder 
taxation. In its November 23, 2005 press release, the Minister of Finance explained that the 
new regime was intended to "help establish a better balance between the tax treatment of 
large corporations and that of income trusts, and to eliminate the "double taxation" of 
dividends at the federal level."+ 

Although the tax benefits of income trusts (other than qualifying real estate investment 
trusts) were effectively eliminated by the enactment of the specified investment flow- 
through legislation in sections 122.1 and 197, the eligible dividend regime remains in place. 


Perfect integration of corporate and shareholder taxation exists where income attracts the 
same amount of tax whether earned through a corporation or by an individual. Before the 
introduction of the eligible dividend regime, active business income not eligible for the small 
business deduction attracted more tax than it would have had it been earned directly by an 
individual. The existing gross-up and DTC mechanism did not accurately reflect the 
corporation's pre-tax income or the corporate tax paid, respectively. By granting an 
enhanced gross-up and DTC with respect to the receipt of eligible dividends, the regime 
achieves greater integration. 


FOOTNOTES 


IR 


Department of Finance, News Release and Backgrounder, 2005-082, "Minister of Finance Acts 
on Income Trust Issue," dated November 23 2005. 


i) 


Department of Finance, Budget 2006, Budget Plan (May 2, 2006) at 231-232. 


|uo 


Budget Implementation Act, No 2, RSC 2007, c. 2. 


Department of Finance (Canada), News Release, supra note 1. 
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12.2 Essential Components 

The following are the essential components to the eligible dividend regime: 
* eligible dividends; 
¢ the general rate income pool ("GRIP"); 
¢ the low rate income pool ("LRIP"); 


¢ GRIP/LRIP additions on becoming or ceasing to be a Canadian-controlled private 
corporation or upon amalgamations and wind-ups; and 


* excessive eligible dividend designations and Part III.1 tax. 


In general terms, a Canadian-resident individual is entitled to an enhanced gross-up and 
DTC only with respect to the receipt of eligible dividends. A taxable dividend is an eligible 
dividend where it is designated as such by the corporation. The corporation must make a 
designation and notify shareholders at the time that the dividend is paid. If the corporation 
does not make a designation or makes a late designation (subject to obtaining the Minister 
of National Revenue's permission under section 89(14.1)), the dividend will not be eligible 
for the enhanced gross-up and DTC. 


The corporation's choice to make an eligible dividend designation is limited by its status and 
the balance, if any, in certain income pools: 


¢ A Canadian-controlled private corporation ("CCPC") is only permitted to make an 
eligible dividend designation to the extent of its GRIP at the end of its taxation year. 
A CCPC that makes an eligible dividend designation where it has no GRIP at the end 
of its taxation year, or where the amount of the dividend exceeds its GRIP at the end 
of its taxation year, is considered to have made an excessive eligible dividend 
designation ("EEDD") and is liable to a penalty tax under Part III.1, unless it elects 
(with the concurrence of its shareholders) to treat the part of the dividend that 
exceeds its GRIP at the end of its taxation year as a separate ordinary taxable 
dividend. 


e A Canadian resident corporation that is not a CCPC (a "non-CCPC") is only 
permitted to make an eligible dividend designation if its LRIP is nil at the time of the 
dividend. A non-CCPC that makes an eligible dividend designation at a time when it 
has a positive LRIP is liable to a penalty tax under Part III.1, unless it elects (with the 
concurrence of its shareholders) to treat part of the dividend as a separate ordinary 
taxable dividend sufficient to exhaust its LRIP balance. 
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12.3 Eligible Dividends 
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12.3.1 Definition 


An eligible dividend is defined in section 89(1) as: 


a taxable dividend that is received by a person resident in Canada, paid after 2005 by a corporation 
resident in Canada and designated, as provided under section (14), to be an eligible dividend. 


Accordingly, a dividend qualifies as an eligible dividend only if it is a taxable dividend, paid 
by a Canadian resident corporation, received by a Canadian resident person, paid in 2006 or 
subsequent years and designated as an eligible dividend by the corporation as provided 
under section 89(14). 


2019 Thomson Reuters Canada Limited 


01 JUL 2023 PAGE 973 


Taxation of Corporate Reorganizations Third Edition 
12 — THE ELIGIBLE DIVIDEND REGIME 
12.3 Eligible Dividends 
12.3.2 Designation Requirement 


12.3.2 Designation Requirement 


Pursuant to section 89(14) a corporation designates a dividend it pays as an eligible dividend 
by notifying in writing at the time of the dividend each person or partnership to whom it pays 
all or any part of the dividend that the dividend is an eligible dividend. Section 89(14) was 
amended effective for dividends paid after March 28, 2012 to allow a portion of a dividend to 
be designated as an eligible dividend. Prior to this amendment, the CRA had stated that a 
corporation cannot make an eligible dividend designation with respect to a fraction of a 
dividend, except in the case of dividends paid before the announcement of the eligible 


dividend regime.2 


The designation requirement under section 89(14) requires that the corporation make an 
eligible dividend designation at the time the dividend is paid. An eligible dividend 


designation cannot be made after the dividend has been paid.® However, section 89(14.1) 
permits a late designation within three years after the day the designation was required to 
be made where in the opinion of the Minister of National Revenue it is just and equitable to 
permit the late designation. The Department of Finance Technical Notes accompanying 
section 89(14.1) state that "the Minister must be of the opinion that accepting the late 
designation would be just and equitable in the circumstances, taking into account the 
interests of affected shareholders and the extent to which the corporation actually had 
income taxed at the general corporate income tax rate when the dividend was paid." In 
addition, the CRA has stated: 


Taxpayers should file the request for a late eligible dividend designation directly to their local tax services 
office. This request should provide the reasons why it would be just and equitable to permit the late 
designation. 


Our understanding is that this proposed amendment was designed to allow relief for situations where, for 
example: 


« there have been tax consequences not intended by the taxpayers and there is evidence that the 
taxpayers took reasonable steps to comply with the law, 


¢ the request for late designation arises from circumstances that were beyond the taxpayers’ control, or 


¢ the taxpayers can demonstrate that they were not aware of the election provision, but took a reasonable 
amount of care to comply with the law and took remedial action as quickly as possible. 


In contrast, a request for late eligible dividend designation will not be accepted if it is reasonable to 
conclude that the taxpayers made the request for retroactive tax planning purposes. 


For example and depending on the facts and circumstances, relief under proposed subsection 89(14.1) 


could be granted in a situation where a public corporation receives dividends from its subsidiaries and 
the subsidiaries do not designate the dividends paid pursuant to subsection 89(14). The absence of timely 
designations would result in the creation of low rate income pool ("LRIP") balance at the public 
corporation's level, even though all of the income generated within the corporate group has been taxed at 
a rate not less than that which applies to full rate taxable income. 


However, in our view, the purpose of proposed subsection 89(14.1) was not to cover situations where a 
corporation would deliberately or on a regular basis make a late eligible dividend designation. We feel 
that accepting late designations in such situations would, in effect, override the written and 
contemporaneous designation requirements that the legislator decided to maintain in subsection 89(14). 
Furthermore, this would inevitably create considerable administrative burden for the CRA.Z 


The CRA has also stated that it would not accept a contingent eligible dividend designation 
which would have been made within the time period set out in subsection 89(14.1) to be held 


in abeyance and only effective if an appeal is upheld that results in an increase in the GRIP 
8 


balance.2 
The designation requirement under section 89(14) requires the corporation to notify in 
writing all dividend recipients of the eligible dividend designation. The notification 
requirement is designed to provide certainty to shareholders about the tax implications of 


their receipt of taxable dividends.2 


The CRA's administrative position imposes different standards of notification depending 
upon whether the corporation is public or non-public. For all public corporations paying 
eligible dividends in 2007 and subsequent years, the CRA accepts that the notification 
requirement is met where a corporation designates, before or at the time that the dividend is 
paid, that all dividends are eligible unless otherwise indicated. The corporation may make 
such a designation on its website, in quarterly or annual reports, in shareholder publications 


or in a press release.12 


For all non-public corporations paying eligible dividends in 2007 and subsequent years, the 
CRA mandates that the notification requirement be met each time an eligible dividend is 
paid. A corporation may satisfy the requirement by identifying the dividends as eligible 
dividends in letters to shareholders, on dividend cheque stubs or, where all shareholders are 


directors of the corporation, in a notation in the minutes! The notice must state the 


amount of the eligible dividend and cannot simply provide a formula for its calculation.12 


FOOTNOTES 


Jon 


See CRA Documents 2010-0387541E5, dated January 10, 2011 and 2006-0217891ZO, dated 
December 20, 2006. 


ID 


CRA Document 2007-024411117, dated January 19, 2008. 


IN 


CRA Roundtable, 2012 CTF Prairie Tax Conference, CRA Document 2012-0445661C6. Also see 
CRA Document 2013-0475261E5, dated August 2, 2013. 


loo 


See CRA Document 2014-0541991E5, dated March 12, 2015. 


\<e) 


CRA Document 2007-0249941E5, dated May 2, 2008. 
10 supra note 6. 
11 pia. 


12 supra note 7. 
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12.3.3 Non-Resident Shareholders 


The definition of an eligible dividend in section 89(1) is not consistent with the designation 
requirement in section 89(14). The definition of an eligible dividend operates from the 
shareholder's perspective to characterize all or a portion of a taxable dividend as an eligible 
dividend where among other things it is paid out to a person resident in Canada. The 
designation requirement, by contrast, operates from the corporation's perspective to 
characterize all or a portion of a taxable dividend as either eligible or not. 


The tension between the definition of an eligible dividend and the designation requirement 
is most apparent where a corporation makes an eligible dividend designation with respect to 
a dividend paid out to a class of shareholders that includes both residents and non-residents. 
The CRA has stated that only the portion of the dividend paid out to Canadian-resident 
shareholders qualifies as an eligible dividend. The portion of the dividend paid out to non- 
resident shareholders does not reduce the GRIP of a CCPC but does reduce the LRIP of a 


non-CCPC.13 


FOOTNOTES 


13cRA Documents 2009-0308511E5, dated March 16, 2009 and 2010-0363851C6, dated May 05, 
2010. 
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12.3.4 Section 55(2) 


Section 55(2) can in certain circumstances recharacterize a dividend received by a taxable 
Canadian corporation that is deductible to it under section 112 as proceeds of disposition or 
a capital gain (see chapter 8). 


Where a corporation pays an eligible dividend that is subject to section 55(2), the CRA's view 
is that the dividend is still an eligible dividend from the payer's perspective and, therefore, a 
CCPC must take it into account in computing its GRIP14 However, it is the CRA's view that 
the dividend is not an eligible dividend from the recipient corporation's perspective except 
to the extent of the portion of the dividend that is not subject to section 55(2) by virtue of 


making a section 55(5)(f) designation.2 


FOOTNOTES 


14cRA Document 2007-0233771C6, dated June 8, 2007. 


15 pid. 
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12.4.1 GRIP Definition 


GRIP is intended to reflect the CCPC's after-tax full rate income earned using a notional 
corporate tax rate. It is a cumulative balance determined at the end of each taxation year 
and may be positive or negative. As explained above, income included in the CCPC's GRIP is 
eligible for an enhanced gross-up and DTC when paid out to Canadian-resident 
shareholders. 


GRIP is defined in section 89(1) as an amount determined by the formula: 
A—B 


¢ where A is the positive or negative amount, before taking into account the 
"specified future tax consequences" (as defined in subsection 248(1)) for the 
particular taxation year, calculated as follows: 


* the CCPC's closing GRIP from the previous year; 


¢ plus the CCPC's after-tax full rate income in the current year which is 
calculated by multiplying the "general rate factor" (as defined in section 89(1))1& 


for the year by its "adjusted taxable income" (as defined in section 89(1))12 for 
the year; 


e plus eligible dividends received from other corporations in the year and 
amounts deductible in the year under section 113 in respect of dividends 
received from foreign affiliates; 


¢ plus any additions to GRIP under section 89(A4) (i.e., addition to GRIP upon 
becoming a CCPC (see §12.7.1)), section 89(5) (i.e., upon an amalgamation to 
which section 87(1) applies (see §12.8.1)) or section 89(6) (i.e., upon the wind-up 
of a subsidiary to which section 88(1) applies (see §12.9.1)); 


¢ less eligible dividends paid in the preceding year (except to the extent the 
corporation has made EEDDs); and 


¢ where B is the general rate factor multiplied by the specified future tax 
consequences arising from the current year (e.g., non-capital losses) to the extent 
that they reduce the corporation's full rate taxable income over the three preceding 


years.18 


FOOTNOTES 


16The general rate factor is a percentage amount used to calculate the CCPC's full rate income 


under a notional corporate tax rate. Since the notional corporate tax rate is 30% in 2011 and 
28% thereafter, the general rate factors for those periods are respectively 70% and 72%. 


17tThe CCPC's adjusted taxable income is essentially its taxable income in the year, minus income 
that was subject to the small business deduction and income that is aggregate investment 
income. 


180FuT rate taxable income" is defined in section 123.4(1) and, for these purposes, is to be read 
without regard to subparagraphs (a)(i) and (iii). 


2019 Thomson Reuters Canada Limited 
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12.4.2 Opening 2006 GRIP Balance 


The eligible dividend regime applies to dividends paid out in 2006 and subsequent years. 
Section 89(7) provides a CCPC an opening GRIP balance as of January 1, 2006. It applies toa 
corporation that was a CCPC or would have been a CCPC but for a section 89(11) election 
(see §12.6) throughout its taxation year that includes January 1, 2006. 


The opening GRIP balance is intended to reflect the CCPC's accumulated full rate taxable 
income (less notional tax) during a five-year look back period consisting of taxation years 
ending after 2000 and before 2006. 


Section 89(7) provides that if a corporation was (or, but for an election under section 
89(11)), would have been a CCPC throughout its taxation year that includes any part of 
January 1, 2006, its GRIP at the end of its immediately preceding taxation year is deemed to 
be the greater of nil and the amount determined by the following formula: 


A—B 
Where: 
¢ Ais the total of: 


* 63% of the corporation's full rate taxable income (without taking into account 
specified future tax consequences) during the five year look-back period (i.e., 


taxation years that end after 2000 and before 2006).22 


¢ The total of all taxable dividends received during the look-back period from 
"connected corporations" (within the meaning assigned by section 186(4)) and 
deductible under section 112(1) to the extent that the dividends are reasonably 
considered to be attributable to full rate taxable income during the look-back 
period or dividends received by the payer corporation that would be included in 
its 2006 GRIP addition if section 89(7) applied to the payer corporation. 


¢ Bis the total of all taxable dividends paid during five look-back period. 


The determination of full-rate taxable income during the look-back period pursuant to 
section 89(7) can give rise to many anomalies. For example, while the definition of GRIP 
considers dividends from foreign affiliates that are deductible under section 113 as full-rate 
taxable income, section 89(7) does not. In addition, the opening GRIP balance under section 
89(7) is reduced by all taxable dividends paid by the CCPC during the look-back period. 


Consider the circumstances where the CCPC's after tax full-rate taxable income during the 
look-back period is $3,000. Also, during that period the CCPC receives a dividend from its 
foreign affiliate of $3,000 that is deductible to it under section 113 and the CCPC 
immediately pays that amount to its shareholder as a taxable dividend. In these 
circumstances, the CCPC's GRIP will be nil. 


Furthermore, section 89(7) does not contemplate an amalgamation or wind-up. Accordingly, 
the accumulated full rate taxable income of a predecessor or subsidiary corporation is 
excluded from the calculation of opening GRIP of its successor or parent corporation, as the 
case may be. At the extreme, a CCPC will forfeit all five years of accumulated full rate 
taxable income where it is amalgamated or wound-up in the last taxation year ending before 
January 1, 2006. 


Finally, it is noted that there is a mismatch between the timing for the recognition of taxable 
dividends in the computation of the opening GRIP balance and the timing for the recognition 
of eligible dividends in the computation of GRIP. The opening GRIP balance recognizes 
taxable dividends paid or received by a CCPC during taxation years ending after 2000 and 
before 2006. However, GRIP only recognizes eligible dividends paid or received by a CCPC 
in 2006 and subsequent years because section 89(1) defines an eligible dividend as a 
dividend paid after 2005. This mismatch can produce inequitable results in the case of 
dividends between corporations with different year-ends. For example, assume a wholly- 
owned subsidiary had a taxation year ending on December 31, 2005 and that its parent 
corporation had a taxation year ending on November 30, 2005. Suppose further that the 
subsidiary paid a taxable dividend to its parent on December 15, 2005. The amount of the 
dividend will be deducted from the subsidiary's 2006 opening GRIP balance because it was 
paid in its 2005 taxation year. The amount will not be included in the parent's 2006 opening 
GRIP balance because it was received in its taxation year ending after January 1, 2006 and 
the amount will not be included in the parent's GRIP since no taxable dividend received 
before 2006 can qualify as an eligible dividend. The corporate group has effectively lost the 
amount that would otherwise be included in GRIP because of the difference in taxation year- 
ends. 


FOOTNOTES 


19The 63% factor reflects a notional combined corporate tax rate of 37%, which is based on an 
average of the federal and provincial corporate tax rates during the look-back period. "Full rate 
taxable income" is defined in section 123.4(1) and, for taxation years that ended after 2003 and 
before 2006, is to be determined without reference to subparagraphs (a)(i) and (ii). 
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12.4.3 Acquisition of a CCPC 


In the context of an acquisition of the shares of a CCPC, the target corporation's GRIP can 
present certain planning opportunities. Where the target corporation has positive GRIP, the 
vendor and purchaser may each wish to utilize the target's GRIP for its own benefit. The 
vendor may want to distribute eligible dividends to the extent of the target's GRIP before the 
acquisition to obtain the benefit of the enhanced gross-up and DTC. Similarly, if the 
purchaser is a Canadian-resident corporation and the status of the target will not change as 
a result of the acquisition, the purchaser may similarly have an interest in using the target's 
GRIP post-acquisition. In such a situation, the value of the target's GRIP may be a factor in 
determining the purchase price of the shares. 
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12.5 LRIP 


A non-CCPC is only permitted to make an eligible dividend designation if its LRIP is nil at the 
time of the dividend. A non-CCPC that makes an eligible dividend designation at any time 
that it has a positive LRIP is liable to a penalty tax under Part III.1, unless it elects to treat 
part of the dividend as a separate ordinary taxable dividend in an amount sufficient to 
exhaust its LRIP balance. 


LRIP is defined in section 89(1) as an amount at any particular time in a taxation year 
determined by the formula: 


(A+B+C+D+E+F)—(G+H) 
Where: 
e Ais the LRIP balance at the end of preceding taxation year. 


¢ B is the total of all non-eligible dividends deductible under section 112 that 
became payable to it at any time in the year before its calculation of LRIP. 


¢ C is the total of all amounts determined for the particular taxation year under 
section 89(8) (i.e., an addition to LRIP upon ceasing to be a CCPC (see §12.7.2)), 
section 89(9) (an addition to LRIP upon an amalgamation (see §12.8.2)) or under 
section 89(10) (i.e., an addition to LRIP upon the wind-up of a subsidiary (see 
§12.9.2)). 


¢ Dis the amount, if any, equal to 80% of aggregate investment income earned in the 
preceding taxation year if it would have been a CCPC in that year but for its election 
to be a non-CCPC under section 89(11). 


¢ E and F are amounts relating to income earned in the preceding taxation year if 
the corporation was a credit union or an investment corporation in that year. 


¢ Gis the total of all amounts which is a taxable dividend that became payable by the 
corporation in the particular taxation year but before the calculation of LRIP. 


¢ H is the total of all amounts which is an EEDD made by the corporation in the 
particular taxation year before the calculation of LRIP. 


In the case of public corporations, they are most likely to have LRIP where they receive 
taxable dividends from their subsidiaries and such subsidiaries fail to designate the taxable 
dividends as eligible dividends. The CRA's administrative accommodation from the 
designation requirements for public corporations does not apply to their subsidiaries (see 


§12.3.2); 
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12.6 Section 89(11) Election 


Section 89(11) allows a corporation that would otherwise be a CCPC to elect out of CCPC 
status. Where a corporation that would otherwise be a CCPC files a section 89(11) election 
with the Minister of Revenue with respect to a taxation year, the corporation is deemed not 
to be a CCPC at any time in or after that year. The corporation must file the election in 
prescribed form on or before its filing-due date for the year. The effect of the election is 
limited to certain purposes, including the small business deduction, the calculation of 
GRIP/LRIP in connection with status changes and corporate reorganizations and the 


definitions of GRIP, LRIP. and EEDD.22 


A corporation that files a section 89(11) election is treated as a non-CCPC for the purpose of 
determining whether and to what extent it may make eligible dividend designations without 
triggering the penalty tax under Part III.1. That is, the corporation must ensure that its LRIP 
balance is nil at the time of the dividend, otherwise it will potentially be subject to such 
penalty tax. In addition, the corporation may have an addition to its LRIP under section 89(8) 
as result of ceasing to be a CCPC (see §12.7.2 below). 


A corporation that has filed a section 89(11) election may revoke the election in any later 
taxation year by filing a notice with the Minister of Revenue revoking the election. The 
corporation must file the notice in prescribed form on or before its filing-due date for the 
year. The effect of the notice is that the prior election to not be a CCPC will cease to apply at 
the end of the taxation year. The corporation may have an addition to its GRIP under section 
89(4) as result of once again becoming a CCPC (see §12.7.1 below). 


A corporation that has revoked a section 89(11) election may file subsequent elections and 
revocations. All such elections and revocations require the consent of the Minister of 
Revenue and the corporation's compliance with conditions, if any, imposed by the minister. 


A section 89(11) election can be useful where, as part of the acquisition of the shares of a 
Canadian corporation, a purchaser provides target shareholders with a "Holdco 
Alternative." A Holdco Alternative generally provides corporate shareholders with the ability 
to utilize any safe income to increase the tax cost of their shares (see chapter 8). In these 
transactions, a corporate shareholder that elects to utilize the Holdco Alternative will often 
transfer its target shares to a new corporation ("Holdco") and elect under section 85(1) to 
have the transfer occur on a tax-deferred basis. Holdco will pay stock dividends, or 
undertake increases to paid-up capital to cause deemed dividends under section 84(1), to 


the extent of the safe income attributable to the target shares transferred to Holdco in order 


to increase the tax cost of the Holdco shares.24 


The corporate shareholder would subsequently sell the Holdco shares (with the increased 


tax cost) to the purchaser. Where Holdco would otherwise be a CCPC, it would not have any 
GRIP in order for it to designate the dividends (whether stock dividends or deemed 
dividends) as eligible dividends. However, an election could be made under section 89(11) 
for Holdco to not be a CCPC so Holdco could designate the dividends as eligible dividends 
given that it would not have any LRIP. Accordingly, the receipt of the dividends by the 
corporate shareholder would generally result in an addition to its GRIP. 


FOOTNOTES 


20 paragraph (d) of the definition of "Canadian-controlled private corporation" in s. 125(7). 


21c¢¢ ss. 52(3)(a) and 53(1)(b). 
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12.7 Status Changes (Sections 89(4) and 89(8)) 


A corporation will have a deemed taxation year immediately prior to becoming a CCPC or 
ceasing to be a CCPC except in the circumstances set out in section 249(3.1)(c). In addition, 
when a corporation becomes a CCPC it may have an addition to its GRIP under section 89(4) 
and when a corporation ceases to be a CCPC it may have an addition to its LRIP under 
section 89(8). 


2019 Thomson Reuters Canada Limited 
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12.7.1 Becoming a CCPC 


Section 89(4) provides that, if in a particular taxation year a corporation is a CCPC, but in its 
preceding taxation year it was a Canadian resident corporation other than a CCPC, the 
corporation may include in its GRIP at the end of its first taxation year as a CCPC the amount 
determined by the following formula: 


Where: 


(A+B+C)—(D+E+F+G+H) 


¢ A is the aggregate "cost amount" to the corporation of its property immediately 
before the end of its preceding taxation year. 


¢ Bis the amount of any money on hand immediately before the end of its preceding 
taxation year. 


¢ C is the total amount, if any, by which: (i) the total of all amounts that, if the 
corporation had unlimited income, and had realized an unlimited amount of capital 
gains for the preceding taxation year, would have been deductible under section 
111(1) in computing its taxable income for that preceding year; exceeds (ii) the total 
of all amounts deducted under section 111(1) in computing the corporation's taxable 
income for the preceding year. 


¢ Dis the total amount of all outstanding debt of the corporation immediately before 
the end of its preceding taxation year. 


¢ E is the paid up capital of all issued and outstanding shares immediately before the 
end of its preceding taxation year. 


¢ F is the total amount of all reserves deducted in computing income in the 
preceding taxation year. 


¢ G is amount, if any, in the corporation's capital dividend account immediately 
before the end of its preceding taxation year. 


¢ H is the amount in the corporation's LRIP immediately before the end of its 
preceding year. 


Where a private corporation that was controlled by one or more non-residents becomes a 
CCPC (otherwise than because of a change in residence of one or more of its shareholders), 


section 89(1.1) grinds its CDA to nil prior to it becoming a CCPC. Accordingly, a Canadian 
resident purchaser interested in acquiring control of a such a private corporation will not be 
able to benefit from the target's CDA. The purchaser cannot avoid the application of section 


89(1.1) by arranging to have the target file a section 89(11) election.22 


The effect of section 89(1.1) is not taken into account in the section 89(4) addition to GRIP 
upon becoming a CCPC. As described above, section 89(4) provides that a non-CCPC that 
becomes a CCPC must deduct an amount equal to its CDA immediately before the end of its 
preceding taxation year when it computes the addition to its GRIP under section 89(4) in its 
first taxation year as a CCPC. In the context of an acquisition of control, the end of the 
target's preceding taxation year is deemed to be the time immediately before the acquisition 
of control.22 Accordingly, the target must deduct the balance in CDA immediately before the 
time that is immediately before the acquisition of control. Section 89(1.1), however, provides 
that the target must grind down its CDA to nil immediately before the time that it becomes a 
CCPC, which is equivalent to the time of the acquisition of control. As a result, the target 
must first deduct from the additional GRIP an amount equal to the balance in CDA and then 
grind down its CDA to nil. The target will essentially lose the benefit of the CDA and will 
suffer a reduction in the GRIP addition by an amount equal to the amount of CDA before the 
loss. 


FOOTNOTES 


22The election in s. 89(11) does not apply for the purposes of s. 89(1.1): see paragraph (d) of the 


definition of "Canadian-controlled private corporation" in s. 125(7). 


23 Section 249(4)(a). 
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12.7.2 Ceasing to be a CCPC 


Section 89(8) provides that, if in a particular taxation year a corporation is not a CCPC, but 
in its preceding year it was a CCPC, the corporation must include in computing its LRIP at 
any time in the particular taxation year the amount determined by the following formula: 


Where: 


(A+B+C)—(D+E+F+G+H) 


¢ A is the aggregate "cost amount" to the corporation of its property immediately 
before the end of its preceding taxation year. 


¢ Bis the amount of any money on hand immediately before the end of its preceding 
taxation year. 


¢ C is the total amount, if any, by which: (i) the total of all amounts that, if the 
corporation had unlimited income, and had realized an unlimited amount of capital 
gains for the preceding taxation year, would have been deductible under section 
111(1) in computing its taxable income for that preceding year; exceeds (ii) the total 
of all amounts deducted under section 111(1) in computing the corporation's taxable 
income for the preceding year. 


¢ Dis the total amount of all outstanding debt of the corporation immediately before 
the end of its preceding taxation year. 


¢ E is the paid up capital of all issued and outstanding shares immediately before the 
end of its preceding taxation year. 


¢ F is the total amount of all reserves deducted in computing income in the 
preceding taxation year. 


¢ G is, if the corporation is not a private corporation in the particular taxation year, 
the amount in the corporation's capital dividend account, otherwise G is nil. 


¢ H is the positive or negative amount determined by taking the corporation's GRIP 
at the end of its preceding year and subtracting the total amount of eligible 
dividends paid by the corporation in that preceding year (except to the extent the 
corporation has made EEDDs). 


Where a CCPC that had a 2006 GRIP balance by virtue of section 89(7) subsequently 


becomes a non-CCPC, the rules for the computation of the amount added to LRIP under 
section 89(8) upon ceasing to be a CCPC can sometimes produce unintended results. In 
particular, the rules can create a substantial LRIP balance that does not accurately reflect 
the corporation's accumulated low rate taxable income. This is in large part because the 
opening GRIP balance pursuant to section 89(7) is intended to provide "rough justice" to 
existing CCPCs as they transitioned into the eligible dividend regime and is not intended to 
take into account all the amounts that are included when computing GRIP in the ordinary 
course. 


The adverse interaction between the rules under sections 89(8) and 89(7) is best illustrated 
by an example. Suppose that a non-resident purchaser is interested in acquiring all the 
shares of a target corporation that is a CCPC. Suppose further that the target received and 
retained a $2,000 taxable dividend during the five year look-back period that was paid by a 
connected corporation out of the payer corporation's full rate taxable income. Finally, 
suppose that the target also received a $2,000 dividend during the look-back period that was 
paid by a foreign affiliate and deductible under section 113, which amount the target 
immediately distributed to its shareholders. 


Pursuant to section 89(7), the target's addition to its 2006 GRIP will be nil, which is the 
difference between the full rate taxable income received ($2,000) and taxable dividends paid 
($2,000) during the look-back period. When the target ceases to be a CCPC, pursuant to 
section 89(8) the target's LRIP addition will be $2,000, which is the difference between its 
money on hand ($2,000) and its GRIP (nil) immediately before the end of its preceding 
taxation year. This will be the case even though the $2,000 received from the foreign affiliate 
is not attributable to low-rate taxable income and, in any event, was immediately distributed 
to the corporation's shareholders upon receipt. If such amount was received in 2006 and 
added to GRIP, it would not have resulted in positive LRIP. 


The CRA has acknowledged that the 2006 GRIP addition can result in certain anomalies and 
unexpected results but does not believe a legislative correction is warranted. In its view, the 
2006 GRIP addition is simply a bonus that allows an existing CCPC to pay out eligible 
dividends in its first taxation year under the regime. However, as the previous example 
illustrates, the 2006 GRIP addition can sometimes result in a corporation having LRIP that 
does not accurately reflect its low-rate taxable income. 
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12.8 Amalgamations (Sections 89(5) and 89(9)) 


Where a corporation is formed on an amalgamation, there may be an addition to the 
corporation's GRIP (in the case of a CCPC) or its LRIP (in the case of a non-CCPC). 


As discussed below, where a corporation that is a CCPC is formed as a result of an 
amalgamation to which section 87(1) applies, section 89(5) will provide an addition to the 
corporation's GRIP balance. Where a Canadian resident corporation that is not a CCPC is 
formed as a result of any amalgamation or merger involving a taxable Canadian corporation, 
section 89(9) will provide the corporation with a beginning LRIP balance. While section 
89(5) only applies to an amalgamation to which section 87(1) applies, section 89(9) applies 
to any amalgamation or merger involving a taxable Canadian corporation to ensure that the 
corporation cannot avoid the LRIP addition by structuring the amalgamation to fall outside 
the scope of section 87(1). 
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12.8.1 Amalgamated Corporation is a CCPC 


Where a CCPC is formed as a result of an amalgamation (within the meaning assigned by 
section 87(1)), section 89(5) will increase the CCPC's GRIP at the end of its first taxation 
year by an amount equal to the total of: 


* in respect of any predecessor that was a CCPC in its taxation year that ended 
immediately prior to the amalgamation, the positive or negative difference by taking 
the corporation's GRIP at the end of its last taxation year and subtracting the total 
amount of eligible dividends paid by the corporation in its last taxation year (except 
to the extent the corporation made EEDDs); and 


* in respect of a predecessor that was not a CCPC, an amount equal to the amount 
that would be determined under the formula in section 89(4) (i.e., where a 
corporation becomes a CCPC — see §12.7.1 above). 
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12.8.2 Amalgamated Corporation is a Non-CCPC 


Section 89(9) provides that, where a corporation that is resident in Canada and not a CCPC 
is formed as a result of an amalgamation or merger of two or more corporations one or more 
of which was a taxable Canadian corporation, the corporation must include in computing its 
LRIP at any time in its first taxation year the total of each of the following amounts: 


* in respect of a predecessor that was a not a CCPC in its taxation year that ended 
immediately prior to the amalgamation, the amount, if any, of its LRIP at the end of 
its last taxation year ending immediately before the amalgamation; and 


¢ in respect of a predecessor corporation that was throughout its taxation year that 
ended immediately prior to the amalgamation a CCPC, an amount equal to the 
amount that would be determined under the formula in section 89(8) (i.e., where a 
corporation ceases to be a CCPC — see §12.7.2 above). 


2019 Thomson Reuters Canada Limited 
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12.9 Wind-ups (Sections 89(6) and 89(10)) 


Where a subsidiary is wound-up into its corporate parent, there may be an addition to the 
parent's GRIP (in the case of a CCPC) or its LRIP (in the case of a non-CCPC). 


As discussed below, section 89(6) applies where a subsidiary is wound-up into a parent that 
is a CCPC and section 89(10) applies where a subsidiary is wound-up into a parent that is a 
non-CCPC. Section 89(6) only applies to a wind-up to which section 88(1) applies and the 
parent is CCPC (and GRIP is relevant) but section 89(10) applies to any wind-up of a 
corporation into a taxable Canadian corporation that is not a CCPC to ensure that the 
corporation cannot avoid the LRIP addition by structuring the wind-up of the subsidiary to 
fall outside the scope of section 88(1). 
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12.9.1 Parent Corporation is a CCPC 


Section 89(6) provides that, where section 88(1) applies to the wind-up of a subsidiary into a 
parent that is a CCPC, the parent shall include in computing its GRIP at the end of the 
taxation year immediately following the taxation year during which it receives the 
subsidiary's assets on the winding-up: 


¢ where the subsidiary was a CCPC in the taxation during which its assets were 
distributed to the parent, the positive or negative amount determined by taking the 
corporation's GRIP at the end of its last taxation year and subtracting the total 
amount of eligible dividends paid by the CCPC in its last taxation year (except to the 
extent the corporation made EEDDs); and 


¢ where the subsidiary was not a CCPC, an amount equal to the amount that would 
be determined under the formula in section 89(4) (i.e., where a corporation becomes 
a CCPC — see §12.7.1 above). 
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12.9.2 Parent Corporation is a Non-CCPC 


Section 89(10) provides that, where all or substantially all of the assets of a subsidiary 
corporation are distributed on its winding-up or dissolution to a parent corporation that is 
not a CCPC in its taxation year in which the distribution takes place, the parent must include 
in computing LRIP at any time in the taxation year that is at or after the end of the 
subsidiary's taxation year during which the assets were distributed to the parent: 


¢ where the subsidiary was not a CCPC in its taxation year during which the assets 
were distributed to the parent, the amount, if any, of its LRIP immediately before the 
end of that year; and 


* in any other case, an amount equal to the amount that would be determined under 
the formula in section 89(8) (i.e., where a corporation ceases to be a CCPC — see 
§12.7.2 above). 
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12.10 EEDD/Part IITI.1 Tax 
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12.10.1 Liability for Part III.1 Tax 


The definition of an eligible dividend in section 89(1) characterizes a taxable dividend as an 
eligible dividend where it is designated as such by the corporation. Shareholders are 
entitled to rely on this designation and to benefit from an enhanced gross-up and DTC 
regardless of whether the designation is excessive. As such, a corporation that makes an 
excessive eligible dividend designation (an EEDD) is subject to a penalty tax under Part III.1 
tax except where it makes an election to treat the amount of the EEDD as a separate 
ordinary taxable dividend. 


A CCPC will generally have made an EEDD where the total amount of all eligible dividends 


paid in the taxation year exceeds its GRIP at the end of that year.24 A non-CCPC will 
generally have made an EEDD where it makes an eligible dividend designation at any time 


that it has a positive LRIP balance.22 


FOOTNOTES 


24 See paragraph (a) of the "excessive eligible dividend designation" in s. 89(1). 


25See paragraph (b) of the "excessive eligible dividend designation" in s. 89(1). 
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12.10.2 Calculation of Part ITI.1 Tax 


A corporation is liable for Part III.1 tax where it makes an eligible dividend designation that 
is an EEDD. Its tax liability is generally calculated at 20 percent of the amount of the EEDD. 
Accordingly, a CCPC that makes an EEDD is liable for an amount equal to 20 percent of the 
difference between the total amount of all eligible dividends paid in the taxation year and its 
GRIP at the end of that year. Anon-CCPC that makes an EEDD is liable for an amount equal 
to 20 percent of the lesser of the total amount of the eligible dividend paid at any time and its 


LRIP at that time.2& 


FOOTNOTES 


26 section 185.1(1). 
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12.10.3 Relief from Part III.1 Tax 


A corporation that inadvertently makes an EEDD may avoid Part III.1 tax by electing to treat 


the amount of the EEDD as a separate ordinary taxable dividend.2Z The corporation must 
make the election in a prescribed manner within 90 days of its receipt of a notice of 


assessment of Part III.1 tax.28 The corporation must also obtain the concurrence of 
shareholders to validate the election. Where the election is made within 30 months of the 
date on which the eligible dividend was paid, the corporation must only obtain the 


concurrence of shareholders whose addresses are known to it.22 Otherwise, the corporation 
must obtain the concurrence of all shareholders, including those whose addresses are 


unknown to it.22 For public corporations whose shareholders are widely dispersed, the 
concurrence requirement imposes practical limits on the use of the election mechanism to 
avoid Part III.1 tax. 


A valid election by a corporation to treat the amount of an EEDD as an ordinary taxable 
dividend has tax consequences at the shareholder level. Each shareholder is deemed not to 
have received the original eligible dividend and to have received instead separate eligible 


and taxable dividends.24 The amount of the deemed eligible dividend is typically equal to the 
shareholder's pro rata portion of the difference between the amount of the original dividend 


and the amount of the EEDD.22 The amount of the deemed ordinary taxable dividend is 
typically equal to the shareholder's pro rata portion of the amount of the EEDD.32 


FOOTNOTES 


27 Section 185.1(2). 
28section 185.1(2). 
29 section 185.1(3)(a) and s. 185.1(3)(b)(i). 


39 section 185.1(3)(b)(ii). 


31 section 185.1(2)(c). 
326 : : 
ection 185.1(2)(c)(i)(A). 


33 Section 185.1(2)(c)(i)(B). 
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12.10.4 Anti-Avoidance and Part III.1 Tax 


A corporation's tax exposure under Part III.1 is more extensive in avoidance situations. 
Where it is reasonable to consider that a corporation paid an eligible dividend in a 
transaction, or as part of a series of transactions, one of the main purposes of which was to 
artificially maintain or increase its GRIP or to artificially maintain or decrease its LRIP, the 


entire amount of the dividend is considered to be an EEDD.“4 The corporation's liability for 


Part III.1 tax in these circumstances is equal to 30 percent of the amount of the EEDD.22 The 
corporation may not make an election to treat the amount of the EEDD as an ordinary 


taxable dividend.3& 


FOOTNOTES 


34Paragraph (c) of the "excessive eligible dividend designation" definition in s. 89(1). 
22Section 185.1(1). 


36 section 185.1(2). 
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12.10.5 Shareholder Liability 


As previously stated, shareholders are generally entitled to rely on a corporation's eligible 
dividend designation to determine their tax liability. In limited circumstances, however, 
shareholders are required to share a corporation's liability for Part III.1 tax. Where a CCPC 
makes an eligible dividend designation that is an EEDD and pays the dividend to a 
shareholder with whom it does not deal at arm's length, the shareholder is jointly and 


severally liable with the corporation for a proportionate amount of Part III.1 tax.24 The 


shareholder's payment of Part III.1 tax discharges its liability to the extent of the payment.22 
The corporation's payment of Part III.1 tax discharges the shareholder's liability by a 


proportionate amount of the payment.32 


FOOTNOTES 


37 Section 185.2(3). 
38 section 185.2(5)(a). 


39 section 185.2(5)(b). 
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12.10.6 Corporate Filing Obligation 


In addition to requiring the payment of tax in the aforementioned situations, Part III.1 also 
requires every corporation that is subject to the eligible dividend regime and that pays a 
taxable dividend in the taxation year to file an annual return. The return must be filed in 


prescribed form no later than the corporation's filing-due date for the taxation year. The 


return must contain an estimate of the Part III.1 tax payable in the year.42 


FOOTNOTES 


410 ection 185.2(1). 
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12.11 Conclusion 


The eligible dividend regime was introduced in 2006 to address immediate concerns over 
neutrality as between income trusts and public corporations and integration of corporate 
and shareholder taxation. Although, income trusts have effectively been eliminated by virtue 
of the specified investment flow-through legislation in sections 122.1 and 197, the eligible 
dividend regime remains and has added considerable complexity to the system of corporate 
taxation (especially in the context of corporate reorganizations). 


2019 Thomson Reuters Canada Limited 
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13 — EMPLOYEE STOCK OPTIONS 


Many corporations grant options to acquire shares to their employees.4 Where a corporation 
undertaking a reorganization has outstanding stock options, significant changes in the 
corporate structure may require that the options be exercised, reorganized, or cancelled. To 
accommodate exercise, vesting of the options may have to be accelerated. Alternatively, 
options to acquire shares of a particular corporation may be exchanged for options to 
acquire other shares of the particular corporation, to acquire shares of another corporation, 
or to acquire shares of two or more different corporations, as a consequence of a corporate 
reorganization. Similarly, stock dividends paid, or stock splits or stock consolidations 
undertaken, by the particular corporation may require adjustments to the options. In other 
situations, a corporate reorganization may be the impetus for cancelling options. 


Exchanges, amendments, or adjustments of this nature may have tax consequences. In many 
cases, notwithstanding the occurrence of such events, the Act accommodates deferral of tax 
provided certain conditions are met. While this chapter is not intended to be a 
comprehensive discussion of issues associated with employee stock options, an 
understanding of the rules relevant to such options is necessary background to any 
discussion of the provisions relevant to changes to employee stock options undertaken in the 
context of corporate reorganizations or other extraordinary corporate events. Thus, the 
chapter opens with a general discussion of the rules applicable to stock options granted to 
employees by corporations in circumstances in which section 7 applies (see §§13.1 to 13.3) 
before discussing employee stock options in the context of extraordinary corporate 
transactions (see §13.4). 


FOOTNOTES 


1 Section 7 only governs options granted by a qualifying person which is defined as a corporation 
or a mutual fund trust (s. 7(7)). While many of the principles relevant to stock options granted 
by corporations in the context of an employment relationship apply to options to acquire mutual 
fund trust units granted in the same context, there are some differences in the applicable 
provisions. The subject of this book is the taxation of corporate reorganizations. A mutual fund 
trust is not a corporation and this book does not deal with mutual funds in any depth. As a 
result, this chapter does not address tax issues associated with options to acquire units of a 
mutual fund trust, whether granted by the mutual fund trust or by a corporation with which it 
does not deal at arm's length. 
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13.1 Overview of Section 7: Employee Stock Options 


The tax consequences of the grant, disposition, exercise or expiry of an employee stock 
option are significantly different from the tax consequences of those events in respect of an 
option to acquire securities that arises otherwise than in an employment context (see §4.2). 


The tax regime in section 7 applies only if the option was received in respect of, in the course 
of, or by virtue of, employment (see section 7(5)). However, section 7 does not apply to all 
options granted in that context. Rather it applies only to options to acquire shares granted 
by the issuer of the shares, or by a corporation that does not deal at arm's length with the 
issuer of the shares, to an employee of the issuer or of a corporation that does not deal at 
arm's length with the issuer (see section 7(1)).2 Section 7 does not, therefore, apply to an 
option granted by an individual, an option granted by a corporation to acquire shares of a 
corporation with which it deals at arm's length, an option to acquire securities other than 


shares, such as debt, or an option to acquire units ina partnership.2 


The grant by a corporation (a qualifying person) of an option to acquire a share of the 
corporation, or of a qualifying person with which it does not deal at arm's length, to one of its 
employees or to an employee of a qualifying person with which it does not deal at arm's 
length, is not a taxable event. Section 7(3)(a) provides that an employee is not considered to 
have received or enjoyed any benefit because of the grant of the option except as expressly 
provided in section 7. Pursuant to section 7, income arises only when the option is exercised 
or disposed of. 


If a Canadian-controlled private corporation (CCPC) grants an option to acquire shares of its 
capital stock, or shares of another CCPC with which it does not deal at arm's length, to one 
of its employees, or to an employee of a CCPC with which it does not deal at arm's length 
and, immediately after the option is granted, the employee is dealing at arm's length with 
the CCPC that granted the option, the CCPC by which he or she is employed, and the CCPC 
the shares of which are the subject of the option, more generous provisions apply. 


For purposes of this chapter, the term "employee stock option" will be used to refer to any 
option or right to acquire shares that is described in section 7, and the term "CCPC option" 
will be used to refer to an employee stock option that qualifies for these more generous 
provisions. 


The status of the option as a CCPC option is dependent on the relevant entities being CCPCs 
at the time the option is granted: see section 7(1.1). An option may qualify as a CCPC option 
notwithstanding that, at the time the option is exercised, the corporation no longer qualifies 
as a CCPC, for example, because it has undertaken an initial public offering or has been 
acquired by a public corporation. Similarly, an option will not qualify as a CCPC option if the 


agreement is entered into at a time when the corporation is not a CCPC, notwithstanding 
that it is a CCPC when the option is exercised. 


FOOTNOTES 


|uo 


Although this chapter is concerned solely with stock options, s. 7 applies in broader 
circumstances than where a share is acquired on exercise of an option. Section 7 applies 
whenever the issuer of shares or a corporation with which it does not deal at arm's length 
agrees to sell or issue shares to an employee. Thus, it typically applies where shares are issued 
as a bonus or in payment of wages provided there is an agreement to issue shares. See 
Interpretation Bulletin IT-113R4, dated August 7, 1996 (Archived), and Aylward v. R., 1997 
CarswellNat 281, [1997] 2 C.T.C. 2748, 97 D.T.C. 1097 (T.C.C.). However, see also, Transalta 
Corp. v. R., 2012 CarswellNat 1795, 2012 CarswellNat 773, [2012] 3 C.T.C. 2186, 2012 D.T.C. 
1106 (Eng.) (T-C.C. [General Procedure]) where shares were issued on an entirely discretionary 
basis and the Court held that as there was no agreement to issue shares, section 7 did not apply. 
See CRA Documents 2016-0641841I7, dated September 19, 2016, and 2015-0600941I7, dated 
July 29, 2016. 


Issues associated with options granted in an employment context, but not described in s. 7, are 
not discussed in this book. 
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13.2 Tax Consequences to the Employee 
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13.2.1 Grant of Employee Stock Options 


As noted above, the grant of an employee stock option (including a CCPC option) is not a 
taxable event. 
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13.2.2 Exercise of Employee Stock Options 


On exercise of an employee stock option, the employee must include in income from 
employment a benefit equal to the difference between the fair market value of the shares 
acquired and the exercise price paid therefor: section 7(1)(a).4 The sum of the exercise price 
paid and the benefit will be the employee's adjusted cost base of the shares for the purpose 
of measuring any gain or loss on a future disposition of the shares: see §13.2.6. 


Where the employee stock option is not a CCPC option, the benefit is included in income in 
the year the option is exercised.2 


Where the option is a CCPC option, the benefit is calculated in the same way, but is not 
included in income until the shares acquired on exercise of the option are disposed of: 
section 7(1.1). That is, while the amount of the benefit is based on the fair market value® of 
the shares at the time the option is exercised (and not their value at the time they are 
disposed of), the benefit is not included in income until the later date. Any increase (or 
decrease) in value between the date of exercise and the date of disposition typically will be 
treated as a capital gain (or capital loss) realized by the individual. Where the shares 
decline in value between the date they are acquired and the date they are disposed of, the 
employee may not have sufficient proceeds from the disposition to pay the tax on the 
deferred benefit, and any capital loss realized on the disposition cannot be deducted against 
the benefit. 


Modifying rules may apply to determine whether the share acquired on exercise of a CCPC 
option is to be considered disposed of for purposes of determining when the benefit is 
realized. One set of rules applies where only some of a holding of identical shares® are 
disposed of and it is necessary to determine which. The second set treats certain 
dispositions or deemed dispositions of shares as not being dispositions for purposes of 
determining whether the section 7 benefit associated with the exercise of a CCPC option is 
realized. 


FOOTNOTES 


4 Assuming nothing is paid for the option. If something is paid to acquire the option, that amount 


Jon 


ID 


IN 


lee) 


is deducted in computing the benefit. However, typically there is no cost to acquiring an 
employee stock option. 


Prior to the 2010 Federal Budget, within certain limits and provided certain conditions were 
satisfied, a deferral of the benefit associated with the exercise of employee stock options on 
publicly-listed shares was available provided the shares acquired under option continued to be 
held. However, because the s. 7 benefit was measured based on the value of the share at the 
date of acquisition, not disposition, significant problems arose when employees exercised their 
employee stock options and continued to hold the shares only to see them decline in value. As 
the 2010 Federal Budget observed: "If an employee elects to defer recognition of the 
employment benefit and the value of the optioned securities subsequently decreases, the 
employee may not have sufficient proceeds from the disposition of the securities to satisfy his or 
her tax obligation on the employment benefit, which can create financial difficulties for some 
individuals." That deferral, introduced in the 2000 Federal Budget, was largely governed by ss. 
7(8) to (16), all of which have been repealed. These provisions are not discussed in this chapter, 
but for a description of the provisions, applicable only where the option was exercised after 
1999 and before 4pm EST on March 4, 2010, see K. A. Siobhan Monaghan, "Amendments to 
Stock Option Rules: The New Deferral of Section 7 Benefits," Corporate Structures and Groups, 
Vol. 6, No. 4, (Federated Press: 2001) and CRA Document 2005-0157521E5, dated March 23, 
2006. 


Section 7 uses the word "value" but that has been determined to have the same meaning as fair 
market value in this context. See Steen v. R., 1986 CarswellNat 393, 1986 CarswellNat 704, 
[1986] 2 C.T.C. 394, 86 D.T.C. 6498 (Fed. T.D.), affirmed 1988 CarswellNat 279, [1988] 1 C.T.C. 
256, 88 D.T.C. 6171 (Fed. C.A.). 


Notwithstanding that the benefit is not included in income until the share is disposed of, 
provided the share was acquired after February 27, 2000, the amount of the benefit is added in 
computing the adjusted cost base of the share from the date it is acquired: see s. 53(1)(j). 


For purposes of the cost averaging rules in s. 47(1), a share acquired under a CCPC option after 
February 27, 2000 is not considered an identical property to any other share notwithstanding 
that the shares are otherwise identical: see s. 47(3)(a) and §13.2.6. In this chapter, the term 
"identical property" is used to describe property which is identical property for purposes of s. 
47, and the term "identical shares" is used to describe shares that are the same in all material 
respects but do not necessarily qualify as identical property for purposes of the Act. 


2019 Thomson Reuters Canada Limited 
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(a) Partial Dispositions of Shareholdings 


For purposes of determining when a share acquired on exercise of a CCPC option is disposed 
of, a taxpayer is deemed to dispose of identical shares in the order in which he or she 
acquired them: see section 7(1.3). This may be referred to as the "first-in-first-out" or FIFO 
rule. Thus, if an employee acquired 50 shares under a CCPC option on January 10 of each of 
2014, 2015, and 2016 and, in February 2017, sells 100 shares, the employee will be 
considered to have sold the shares acquired in 2014 and 2015. As a result, the section 7 
benefit realized in 2017 will be based on the fair market value of 50 shares on January 10, 
2014 and of 50 shares on January 10, 2015 less, in each case, the exercise price paid on 
those dates. The fair market value of the shares acquired in 2016 will not be relevant. 


If a taxpayer acquires two or more identical shares at the same time but under different 
CCPC options, he or she is deemed to have acquired the shares in the order in which the 
option agreements were made: section 7(1.3)(b). Thus, if an employee is granted a CCPC 
option to acquire 50 common shares of her employer on January 10 of each of 2013, 2014, 
and 2015, at exercise prices of $10, $20 and $30, respectively, and exercises all of those 
options on June 1, 2017, she will be considered to have acquired the shares with a $10 price 
first, then the shares with a $20 price, and then the shares with a $30 price. As a result, her 
first disposition of shares will be considered to be sourced from the 50 shares acquired at 
$10 a share (i.e., in this case, those with the lowest exercise price and thus, potentially the 
greatest associated section 7 benefit). 


Moreover, if an employee acquires a share otherwise than by exercising a CCPC option ata 
time when he or she also acquires or holds identical shares acquired under a CCPC option, 
the former shares will be considered to have been acquired immediately before the earliest 
time at which the identical shares under the CCPC option were acquired: see section 7(1.3) 
(a). This modifies the time at which the shares acquired under a CCPC option are considered 
to have been acquired for this purpose. Thus, on a subsequent disposition of identical 
shares, under the FIFO rule — taking into account the deemed order of acquisition rule, the 
shares acquired otherwise than on exercise of the CCPC option will be considered disposed 
of first, notwithstanding that they were in fact acquired last. This has the effect of deferring 
the benefit associated with acquiring the shares under the CCPC option beyond that 
subsequent disposition, provided that there are sufficient shares acquired otherwise than on 
exercise of a CCPC option to cover that subsequent disposition. 


Example 13.1 


Assume employee Jack is granted a CCPC option to acquire 100 common shares of his employer in 2014 
at a price of $10 per share at a time when the employer is a CCPC. In 2015 and subsequent to the 
employer undertaking an initial public offering, Jack is granted an employee stock option to acquire 100 
common shares at a price of $20 per share. Later in 2015, at a time when the shares have a fair market 
value of $30 per share, Jack exercises the CCPC option. In 2017, when the shares have a value of $50 per 
share, Jack exercises his employee stock option and sells 100 shares at $50 per share. 


By virtue of section 7(1.3)(a), Jack will be considered to have acquired the shares under the 
employee stock option before he acquired the shares under the CCPC _ option, 
notwithstanding that the opposite was in fact true. Moreover, he will be considered to have 
disposed of those shares acquired in 2017, rather than the identical shares acquired on 
exercise of the CCPC option in 2015. As a result, the section 7 benefit associated with the 
exercise of the CCPC option (being $2,000, i.e., 100 x ($30-$10)) continues to be deferred 
and the section 7 benefit associated with the exercise of the employee stock option ($3,000, 
i.e., 100 x ($50-$20)) is included in Jack's income in 2017. 


These ordering rules also apply for purposes of computing the capital gain or loss on a 
disposition of the shares. Jack's adjusted cost base of the 100 shares acquired on exercise of 
the CCPC option will be $3,000 ($1,000 cost plus $2,000 section 7 benefit) and the adjusted 
cost base of the 100 shares acquired on exercise of the employee stock option will be $5,000 
($2,000 cost plus $3,000 section 7 benefit). Because the shares acquired on exercise of the 
CCPC option are deemed not to be identical property to any other shares, the adjusted cost 
base is not averaged. Because Jack is considered to have sold the shares acquired on 


exercise of the employee stock option, and the proceeds are equal to his adjusted cost base, 
9 


Jack will not realize any capital gain or loss.= 
There is one exception to these ordering rules. It permits a taxpayer to elect to treat the last 
shares acquired under an employee stock option to be disposed of first, i.e. before shares 
acquired under any other option or otherwise. This may be referred to as the "last-in-first- 
out" or LIFO rule. Where a taxpayer acquires a particular share under an employee stock 
option and, no later than 30 days after the acquisition, the taxpayer disposes of a share that 
is identical to the particular share, the taxpayer may designate the particular share as the 
one disposed of provided three conditions are satisfied: (i) the taxpayer identifies the 
particular share as the one disposed of in his or her income tax return, (ii) no other identical 
shares are acquired or disposed of between the date the particular share is acquired and the 
disposition, and (iii) the taxpayer has not identified the particular share in connection with 
any other previous disposition:22 see section 7(1.31). 

To illustrate, consider the following modification of Example 13.1. Assume that in 2015, but 
before exercise of either option, Jack acquires some shares of his employer on the market at 
a cost of $40 per share. Section 7(1.3)(a) has no effect on the timing of the shares acquired 
on the market, as they were in fact acquired first. However, it does apply to deem the shares 
Jack acquired under the employee stock option in 2017 to be acquired before those acquired 
in 2015 on exercise of the CCPC option. Moreover, section 7(1.3) deems the shares acquired 
on the market to be the ones disposed of — because they were the first shares Jack acquired 
— unless Jack elects under section 7(1.31) to treat the shares acquired on exercise of the 


employee stock option as those disposed of first.12 


The second condition will not be satisfied where shares acquired on exercise of an employee 


stock option are disposed of in more than one transaction, even where all of the transactions 
occur within the 30-day period. In such circumstances, section 7(1.31) may apply only to the 
first of the dispositions in that period.12 


FOOTNOTES 


2 See §13.2.6 for a discussion of issues concerning adjusted cost base computation. 


107 is not clear what purpose this third condition serves since the second condition of s. 7(1.31) is 
that there has been no previous disposition in the 30-day period of an identical share. However, 
see discussion below at note 81 for a possible explanation. 


Ui these circumstances, it may be desirable to make the election because the s. 7 benefit 


associated with the exercise of the employee stock option is added only to the adjusted cost 
base of those shares rather than averaged with the adjusted cost base of the shares acquired on 
the market or those acquired on exercise of the CCPC option: see s. 47(3)(a). Accordingly, those 
shares should have an adjusted cost base close to or equal to their fair market value. See 
§13.2.6. 


125¢¢ CRA Document 2015-0595841C6, dated October 9, 2015. 
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(b) Relief from Taxation for Certain Dispositions of Shares 


Generally, where an individual ceases to be a resident of Canada, the individual is deemed to 
dispose of, among other things, all property he or she owns when he or she ceases to be 
resident for proceeds of disposition equal to fair market value immediately before that time. 
Any resulting gain or loss is included in income for the period preceding the time at which he 
or she ceased to be resident: section 128.1(4). However, for purposes of section 7, an 
individual who ceases to be a resident of Canada is not considered to have disposed of a 


share acquired under a CCPC option solely because of section 128.1(4): see section 7(1.6).42 
Thus, while shares acquired under a CCPC stock option are subject to the deemed 
disposition rule for purposes other than determining when the employment benefit is 
realized (e.g., for purposes of determining whether there is a capital gain or loss), the 
employment benefit associated with exercising the CCPC option is deferred until there is an 
actual disposition of the shares. 


If shares acquired under a CCPC option (the exchanged shares) are exchanged by a taxpayer 
for other shares or mutual fund trust units (the new securities), the taxpayer may continue 
to defer recognition of the section 7 benefit associated with the exercise of the CCPC option, 
provided certain conditions are met: section 7(1.5). Firstly, the exchanged shares must be 
exchanged for new securities of (i) the qualifying person!“ that issued the exchanged shares 
(the issuer); (ii) a qualifying person with whom the issuer does not deal at arm's length 
immediately after the exchange; (iii) a corporation formed on the amalgamation of the issuer 
and one or more other corporations; (iv) a qualifying person with which such an 
amalgamated corporation does not deal at arm's length immediately after the exchange; or 
(v) a mutual fund trust to which the issuer has transferred property in circumstances to 


which section 132.2(1) applied.42 Secondly, there can be no consideration received on the 
exchange other than the new securities. Thirdly, the total value of the new securities 
immediately after the exchange cannot exceed the total value of the exchanged shares 
immediately before the exchange. 


Several observations may be made about these conditions. The new securities do not need to 
be shares of a CCPC, or for that matter shares of a Canadian resident corporation. Thus, for 
example, shares of a U.S. public corporation that directly or indirectly acquires all of the 
shares of the corporation that issued the shares giving rise to the section 7 benefit would 
qualify. Moreover, the shares issued in exchange need not contain any of the terms of the 
exchanged shares. Thus, common shares could be exchanged for fixed-value, fixed-dividend, 
redeemable preferred shares or for non-voting common shares. Moreover, the exchange 


need not be a direct one, as is required for a section 85(1) or 85.1 tax deferral. Thus, shares 
of the U.S. parent could be acquired by the employees from the Canadian subsidiary. 


Where all of the conditions in section 7(1.5) are satisfied, for purposes of sections 7 and 
110(1)(d) to 110(1)(d.1): 


(i) the taxpayer is deemed not to have disposed of the exchanged shares or to have 
acquired the new securities; 


(ii) the new securities are deemed to be the same securities as, and a continuation 
of, the exchanged shares, except for the purposes of determining if the new 


securities are identical to any other securities;+& 


(iii) the qualifying person that issued the new securities is deemed to be the same 
person as, and a continuation of, the issuer (i.e., the qualifying person that issued 
the exchanged shares); and 


(iv) where the exchanged shares were issued under an agreement, the new 
securities are deemed to have been issued under that agreement. 


These rules apply only for the purposes specified. Thus, the exchange may be treated as a 
taxable disposition for purposes of computing a capital gain or loss, unless a relevant 
rollover is available for that purpose as well. For example, on an amalgamation of two 
taxable Canadian corporations, the exchange of shares of one amalgamating corporation for 
shares of the amalgamated corporation or shares of a taxable Canadian corporation that is 
the parent of the amalgamated corporation generally would be treated as a rollover 
transaction under sections 87(4) and (9), respectively. (See §§7.3.1 and 7.4.) By way of 
contrast, if shares of a taxable Canadian corporation are acquired by a non-resident 
corporation in exchange for shares of the non-resident corporation, while the conditions of 
section 7(1.5) may be satisfied so the benefit associated with the exercise of the CCPC option 
continues to be deferred, the disposition of shares would be a taxable one for purposes of 
measuring any capital gain or loss. See §13.2.6 (and in particular Example 13.4) for a 
discussion of the considerations relevant to determining adjusted cost base for capital gains 
purposes. 


FOOTNOTES 


13 This rule also applies to publicly-listed shares acquired under an employee stock option where 


the benefit was deferred under the rules introduced in the 2000 Federal Budget. See supra note 
5. Although the deferral cannot be claimed for option exercises after 4pm EST on March 4, 
2010, shares acquired prior to that date may continue to be held and thus may continue to be 
subject to this provision. 


14A corporation or mutual fund trust: see s. 7(7). 


15section 132.2 deals with mergers of mutual funds on a tax-deferred basis. 


16The exception is necessary because the exchanged shares could be exchanged for more than 
one type of share and, in such case, the new shares need to be separately identified. So, for 
example, if 100 common shares are exchanged for 100 non-voting common shares and 100 non- 
participating voting shares, both the 100 non-voting common shares and the 100 non- 
participating voting shares will be deemed to be the same securities as the common shares for 
purposes of s. 7, but will not be considered identical property to each other. For example, s. 
7(1.3) provides a rule for determining the order in which identical properties are to be 
considered disposed of (discussed at §13.2.2(a)). Assume a taxpayer held 100 common shares, 
25 of which were acquired on exercise of a CCPC option, 25 of which were acquired on exercise 
of an employee stock option and 50 of which were acquired in the market. On a reorganization, 
the 100 common shares are exchanged for 100 non-voting common shares and 100 non- 
participating shares. The exchange qualifies for s. 7(1.5). If the taxpayer subsequently disposes 
of 100 non-voting common shares, although s. 7(1.3) would deem the shares acquired otherwise 
than on exercise of the CCPC option to be acquired and disposed of first, and s. 7(1.5) deems 
the shares acquired in the exchange to be the same shares as the exchanged shares for 
purposes of s. 7, the taxpayer cannot be considered to have disposed of 50 non-voting common 
shares and 50 non-participating voting shares acquired in exchange for 50 of the common 
shares acquired otherwise than on exercise of the CCPC option. See also §13.2.6. 
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13.2.3 Dispositions of Employee Stock Options 


If, rather than exercising an employee stock option or CCPC option, the employee disposes 
of it, the tax consequences depend on the nature of the disposition and the relationship 
between the employee and the person who acquires the option. 


Where there is an exchange of options, for example as a result of a takeover bid, 
amalgamation or divisive reorganization, provided the conditions of section 7(1.4) are 
satisfied, the exchange will not give rise to immediate tax consequences to the employee. 
See §13.4.1 for a discussion of section 7(1.4). 


Where section 7(1.4) does not apply, and the option is disposed of to a person with whom the 
employee deals at arm's length, the employee must include in his or her income from 
employment the value of the consideration received for the option, whether it is an employee 
stock option or a CCPC option: see section 7(1)(b).22 This treatment applies regardless of 


whether the option is disposed of to a third party or to the issuer of the option,28 provided 
that whoever acquires it deals at arm's length with the employee. 


Section 7(1.7) provides that where a taxpayer receives an amount in respect of an employee 
stock option or CCPC option ceasing to be exercisable in accordance with the option terms, 
but the circumstances do not constitute a transfer or disposition of the option, the taxpayer 
is deemed to have disposed of the option rights to an arm's length person,2 and to have 
received the amount as consideration for the disposition, for purposes of sections 7(1)(b) 
and 110(1). This provision was added to the Act in response to the Federal Court of Appeal 
decision in Buccini v. R.22 In that case, Mr. Buccini's employee stock options were 
unilaterally cancelled on the amalgamation of his employer with other subsidiaries of the 
employer's parent. The terms of the amalgamation agreement provided that all outstanding 
options to purchase shares of the amalgamating corporations would be cancelled on the 
amalgamation. Mr. Buccini, like other option holders, did not vote on the amalgamation and 
did not consent to the cancellation of his employee stock options. Mr. Buccini executed a 
release acknowledging receipt of $83,900 in full settlement of claims from the unilateral 
termination of the employee stock options, acknowledged in the release to be a breach of the 
terms of the stock options agreements. The Federal Court of Appeal determined that the 
$83,900 was not taxable stating, inter alia: 


A disposition under paragraph 7(1)(b) refers to a transaction in which the taxpayer voluntarily agrees to 


exchange property rights that have accrued under an employee stock option for some other 
consideration. 


The stock option rights had already been cancelled and so could not be transferred.2+ 


Section 7(1.7) remedies that deficiency by deeming the option rights to have been disposed 
of and any amount received to be consideration for that disposition. 


If the employee stock option or CCPC option is disposed of, either directly or through one or 
more transactions between persons not dealing at arm's length, to a person with whom the 
employee does not deal at arm's length, the tax consequences depend on what happens to 
the option following the transfer. 


Where the acquiror exercises the option, the employee will be required to include in his or 
her income from employment the difference between the fair market value of the securities 
acquired by the non-arm's length person and the amount paid to exercise the option unless, 
at that time, the employee is deceased: see section 7(1)(c).22 In measuring the amount of the 
employee's benefit, no account is taken of any amount the acquiror (or intervening parties) 
may have paid to acquire the option. To illustrate, consider the following example. 


Example 13.2 


Assume ACo granted Ms. X, an employee, an option to acquire 100 ACo shares at $3.00 per share in 2014. 
Ms. X sold options to acquire 50 of the shares to her sister for $87.50 when the ACo shares had a value of 
$5.00 per share. Her sister exercises the options in 2017 at a time when the ACo shares have a value of 
$7.50 per share. 


As a result, in 2017 Ms. X will be required to include in her income from employment $225 


(50 shares X ($7.50 — $3.00)) notwithstanding that her sister's benefit22 was only $137.50 
(50 shares X ($7.50 — ($3.00+$1.75)). Because the cost of Ms. X's sister's shares would be 
increased to reflect the benefit realized by Ms. X,2“ her adjusted cost base of the shares 
would be $462.50 (i.e., $225 + (50 X ($3.00+$1.75)). Thus, assuming the shares were 
capital property to Ms. X's sister and she ultimately sold them for $10 per share, she would 
realize a capital gain of $37.50, being less than the difference between her proceeds ($500) 
and the value of the shares when she acquired them ($375) or her cost of the shares 
($237.50). The result is a capital gain for Ms. X's sister of $37.50 and employment income 
for Ms. X of $225, where, at the time of disposition, the shares had a value of $500 and cost 


Ms. X's sister $237.50.22 


If the option is disposed of, either directly or through one or more transactions between 
persons not dealing at arm's length, to a particular person who disposes of the option to a 
person with whom the particular person deals at arm's length, the employee will be required 
to include in his or her income from employment the value of the consideration received by 
the particular person on disposition of the option unless, at that time, the employee is 
deceased: see section 7(1)(d).2& Again, amounts paid in intervening transactions are simply 
ignored for purposes of computing the employment benefit, but of course may have tax 
consequences to other parties to those intervening transactions. So, returning to Example 
13.2, if instead of exercising the options, Ms. X's sister sold them in 2017 to a person with 
whom she was dealing at arm's length for $225, that amount would be included in Ms X's 
income from employment in 2017. 


Prior to the enactment of sections 7(1)(b.1) and (d.1), section 7 did not expressly address the 
tax consequences to an employee who, rather than exercise, disposed of an employee stock 
option or CCPC option to the issuer (for example, for cash) in circumstances in which the 


employee did not deal at arm's length with the issuer. Obviously, the issuer of the option will 
neither exercise nor dispose of the option and thus taken literally neither section 7(1)(c) nor 
(d) applies. Yet, section 7(5) states that if a qualifying person has agreed to sell or issue 
securities to an employee, except as provided by section 7, the employee is deemed to have 
neither received nor enjoyed any benefit under or because of the agreement. Read together, 
these provisions seem to suggest that cash paid by a corporation to an employee with whom 
it does not deal at arm's length in consideration for the employee disposing of his or her 
rights under an employee stock option are simply not taxable, or at least are not taxable as 
income from employment. 


This very issue was addressed by the Tax Court in two cases decided in 2014. The impetus 


for the dispute in Mathieu c. R.,22 was Mr. Mathieu's claim of a deduction under section 
110(1)(d) in respect of cash payments he received on surrender of his employee stock 
options to the corporation that granted them to him. The minister asserted that Mr. Mathieu 
did not deal at arm's length with the corporation and thus was not entitled to the deduction. 
However, the minister also agreed that if Mr. Mathieu did not deal at arm's length with the 
corporation the payment was not subject to tax under section 7. However, the minister 
asserted the payment was taxable as income from employment under section 6(1)(a) as a 
benefit from employment. Mr. Mathieu argued that section 7 was a complete code, such that 
if he was not taxable on the benefit under section 7, which the minister had conceded, the 
amount was not taxable. The Court agreed that section 7 is a "code for taxing employee 
stock options... Therefore, the generalibus specialia derogant principle would apply with the 
result that the special provision would override the general provision: paragraph 6(1)(a)."28 
In the end, the Court agreed that Mr. Mathieu did not deal at arm's length with the 
corporation, that the amount was not taxable under section 6 and, as the parties had 
themselves agreed, the amount was not taxable under section 7. Accordingly, the cash 
payments were not included in Mr. Mathieu's income. 


While the facts in Rogers Estate v. R.22 were substantially similar to those considered in 
Mathieu, the taxpayer had reported the cash payment received on surrender of the options 
as a Capital gain, an approach not considered in Mathieu. In 1997, Mr. Rogers was granted 
employee stock options under the option plan of Rogers Communications Inc. ("RCI"). Mr. 
Rogers did not deal at arm's length with RCI at any relevant time. In 2007, on the day before 
the options were to expire, Mr. Rogers surrendered his options to RCI for a cash payment 
(the "surrender payment’). Mr. Rogers reported the surrender payment as a capital gain in 
his tax return, thus treating 50% of the payment as taxable. The minister reassessed Mr. 
Rogers on the basis that the full amount of the surrender payment should be included in 
income. The reassessment was based on three arguments: (i) the surrender payment was 
income from employment taxable under section 5 or 6, (ii) the surrender payment was a 
shareholder benefit taxable under section 15(1), or (iii) the surrender payment constituted 
income from an adventure in the nature of trade taxable under section 9. In allowing the 
appeal, the Court clearly agreed that no amount was taxable under section 7 and, like 
Mathieu, that section 7 is a complete code for the taxation of employee stock options: 


A textual, contextual and purposive reading of section 7 of the Act leads me to conclude that this 
provision is meant to provide a complete code for the taxing of benefits arising under or because of a 
stock option agreement. The text of paragraph 7(3)(a) is clear and unambiguous: it deems an employee to 
have neither received nor enjoyed any benefit under or because of a stock option agreement, except as 
provided by that section. 


In my opinion, the Respondent's arguments overlook the broad wording of subsection 7(3) of the Act. The 
provision provides that, except as provided in section 7, an employee "is deemed to have neither received 
nor enjoyed any benefit under or because of an agreement" whereby an employer has agreed to issue 
shares to its employees. Subsection 7(1) covers benefits that arise because options are exercised and 
shares are received by the employee and benefits that arise because the employee disposes of rights 
under an agreement to a person with whom the employee is dealing at arm's length. Subsection 7(3) is 
meant to exclude benefits arising from the non-arm's length exercise and disposition of options. 


In the instant case, it is incontrovertible that RCI had agreed to issue or sell shares to Mr. Rogers. The 
grant of the SAR [share appreciation right] to Mr. Rogers did not negate RCI's undertaking to issue 
shares. It was an added feature which allowed Mr. Rogers’ to elect to dispose of the Options in exchange 
for the Surrender Payment. In this context, the Surrender Payment was a benefit received by the 
Appellant under or because of the Option Agreement. It would have been taxable under subsection 7(1) of 


the Act had RCI and the Appellant been dealing at arm's length.22 


Interestingly, following the trial, but before the decision was rendered, the Mathieu 
judgment was rendered. As a result, the taxpayer in Rogers Estate sought to amend the 
notice of appeal to advance a new argument: that the surrender payment should not have 
been reported as a capital gain and rather is a "tax nothing". Although the Court did not 


allow the amendment,2! in the main decision Justice Hogan expressly pointed out that that 
issue had not been considered in Mathieu. Moreover, the Court strongly suggested, albeit in 
obiter, that, had the taxpayer been permitted to amend its notice of appeal, the Court would 
not have agreed that the surrender payment was not properly characterized as a tax 


nothing.22 


However, how that issue would be addressed by a court now is largely moot. Without 
conceding there was a gap in the legislation, section 7 was amended to expressly address 
this anomaly by adding sections 7(1)(b.1) and (d.1). Although they were described as 


clarifying amendments, they were made applicable only prospectively,22 and the Court in 
Mathieu expressly found they effected a change, not a clarification.34 


Section 7(1)(b.1)32 requires an employee who has transferred or otherwise disposed of an 
option to the qualifying person who agreed to issue or sell shares under the option, or to a 
qualifying person with whom it does not deal at arm's length, at a time when the employee 
did not deal at arm's length with the qualifying person, to include a benefit equal to the 
amount of any consideration received for the disposition in income from employment in the 
year the disposition occurs. 


Section 7(1)(d.1) extends that principle to circumstances where the option has, through one 
or more transactions between persons not dealing at arm's length, become vested in a 
person who has disposed of the option to the qualifying person that agreed to issue or sell 
shares under the option, or to a qualifying person with whom it does not deal at arm's length, 
at a time when the employee did not deal at arm's length with the qualifying person. In such 
circumstances, the amount paid for the disposition of the option to the qualifying person 
constitutes income from employment of the employee in the year the disposition occurs 
unless, at that time, the employee is deceased. 


Thus, returning to Example 13.2, if Ms. X's sister disposed of the ACo options to ACo for 
$225, and Ms. X and ACo did not deal at arm's length, section 7(1)(d.1) would apply such 


that the $225 employment benefit would be included in Ms. X's income in the year the 
disposition occurred. 


FOOTNOTES 


17Had the employee paid for the option, the amount included in income would be reduced by that 
amount. 


18kor example, the issuer may acquire the option because, under the terms of the option plan, the 
holder has two choices: (i) exercise the option and acquire shares or (ii) elect to be paid the "in- 
the-money value" of the option in cash (the latter sometimes being referred to as a "cash 
surrender right"). Alternatively, the issuer of the option may simply negotiate with an option 
holder that he or she should accept a cash payment in consideration for forfeiting rights under 
the option agreement, for example, because the issuer has been acquired by another 
corporation. See §13.4.2 for a discussion of the tax consequences to the payer where options are 
acquired for cash in the context of extraordinary transactions. 


19 This would seem to suggest that where the amount is in fact received from a non-arm's length 


person, it would be deemed, for purposes of ss. 7 and 110(1), to be received from an arm's 
length person which may have the effect of entitling the employee to the s. 110(1)(d) deduction, 
even though the employee would not be so entitled had the option been exercised. 


20 Buccini v. R., 2000 CarswellNat 2661, [2001] 1 C.T.C. 103, 2000 D.T.C. 6685 (Fed. C.A.). 


21ce¢e also R. v. Reynolds, 1975 CarswellNat 212, [1975] C.T.C. 659, 75 D.T.C. 5393 (Fed. C.A.), 
affirmed R. v. Huestis, 1976 CarswellNat 265, [1976] C.T.C. 792, 77 D.T.C. 5044 (S.C.C.) and 
Bernier c. R., 1999 CarswellNat 2478, 1999 CarswellNat 710, [2000] 1 C.T.-C. 347, (sub nom. 
Bernier v. R.) 99 D.T.C. 5656 (Fr.), 2000 D.T.C. 6053 (Eng.) (Fed. C.A.). Although the term 
"disposition" is defined in s. 248(1) to include an event entitling a taxpayer to proceeds of 
disposition, and proceeds of disposition (as defined in s. 13(21) for depreciable property, s. 54 
for capital property, and s. 1206(1) of the Regulations for purposes of the resource allowance) 
include compensation for property unlawfully taken, the term "proceeds of disposition" is not 
defined for purposes of s. 7 or the Act generally. Consequently, although one might argue Mr. 
Buccini's employee stock options had been unlawfully taken, that did not constitute a 
disposition to the corporation for purposes of s. 7. 


2 2ee §13.2.4. 


23Here benefit means not her employment benefit (as she is not an employee), but rather the 


difference between the value of the shares and her cost (i.e., the sum of her cost of the options 
and the exercise price she paid to exercise them). 


24 See s. 53(1)(j) and §13.2.6. 


2°2The sister's cost of the shares is the $150 exercise price plus the $87.50 she paid Ms. X. Had 


her sister paid nothing to Ms. X to acquire the option, the result to Ms. X would be unchanged 
but her sister's capital gain would increase by $87.50 to $125. If Ms X had exercised the option 
at the time her sister did, and sold the shares at the time her sister did, the result would have 
been $225 employment benefit and $125 capital gain for Ms. X. While the sister paying Ms. X 
something for the option appears to reduce the overall tax burden with no effect on Ms. X's 
employment income, the sister presumably paid Ms. X using after-tax dollars. 


26 cee §13.2.4 


27 Mathieu c. R., 2014 TCC 207, 2014 CarswellNat 2945, 2014 CarswellNat 5768, (sub nom. 
Mathieu v. R.) 2015 D.T.C. 1073 (Eng.), 2014 D.T.C. 1165 (Fr.) (T.C.C. [General Procedure]). 


28 Thid at paragraphs 67-68. 


29 Rogers Estate v. R., 2014 TCC 348, 2014 CarswellNat 4783, 2014 CarswellNat 6292, [2015] 3 
C.T.C. 2137, 2015 D.T.C. 1029 (Eng.) (T.C.C. [General Procedure]). An appeal to the Federal 
Court of Appeal was discontinued. 


39 Thi. at paragraphs 38-43. 


31 Rogers Estate v. R., 2014 TCC 347, 2014 CarswellNat 5866, 2014 CarswellNat 8409, 2015 
D.T.C. 1084 (Eng.) (T.C.C. [General Procedure]). 


32 supra note 29 at paragraphs 75-77. 


33 These provisions apply to dispositions of options occurring after 4 pm EST on March 4, 2010. 


The Supplementary Information to the Federal Budget of March 4, 2010 (which announced 
these amendments) stated: "Budget 2010 proposes to amend the income tax rules to clarify that 
the disposition of rights under a stock option agreement to a non arm's length person results in 
an employment benefit at the time of disposition (including cash out). Although the Government 
considers that these benefits are taxable in these circumstances under existing tax rules, the 
Government also believes that clarification of these rules is warranted." 


34 Supra note 27 at paragraph 85. 


35 added effective for dispositions of employee stock options or CCPC options occurring after 4pm 


EST March 4, 2010. 
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13.2.4 Death of Employee Holding Employee Stock Option 


If an employee dies while he or she holds an unexercised employee stock option (or a CCPC 
option), the value of the option computed immediately after death must be included in 
income from employment in the employee's final taxation year: section 7(1)(e). If the option 
has no value immediately after death (for example because, by its terms, it expires on 
death), no income will be realized. 


If an employee who has disposed of an option to a particular non-arm's length person 
(through one or more transactions between persons who do not deal at arm's length) dies 
before the particular person exercises the option or disposes of it, the benefit that would 
have been included in the employee's income from employment, had he or she been alive 
when the particular person exercised or disposed of the option, will be considered income 
from employment of the particular person from duties performed in the country in which the 


employee primarily performed the duties of his or her employment.2© Thus, returning to 
Example 13.2, had Ms. X died before her sister exercised the option, her sister would realize 
income from employment of $225 (i.e., 50 X ($7.50-$3.00)) in the year she exercised the 
option, notwithstanding that the shares with a value of $375 cost her $237.50 (i.e., 50 X 
($1.75+$3.00)). That is, the cost of the options to Ms. X's sister is not deducted in computing 
the benefit she is deemed to realize. However, the employment benefit is added to the 
sister's adjusted cost base of the shares and therefore any capital gain or loss will be 


measured from an adjusted cost base of $462.50 (i.e., $237.50+$225).22 


FOOTNOTES 


38see ss. 7(1)(c), (d) and (d.1). If the non-arm's length person exercising or disposing of the option 
after the employee's death is not resident in the country in which the employee primarily 
performed the duties of his or her employment, this deeming language may be significant. For 
example, if the employee was a resident of the United States, but the non-arm's length person is 
a resident of Canada, the benefit will be considered income from employment of the non-arm's 
length person performed in the United States. Although Canada presumably would have no 
right to tax the benefit were the option exercised by the employee, the full benefit deemed 
received by the non-arm's length Canadian individual will be subject to Canadian tax, subject to 
any relief under the Canada-United States Income Tax Convention and any credit Canada gives 


for any foreign tax payable by the non-arm's length person in respect of the benefit. Similarly, if 
the employee was a resident of Canada but the non-arm's length person is not, the non-arm's 
length person will be deemed to have income from employment from duties performed in 
Canada and so will be liable to Canadian tax on the full amount of the benefit, again subject to 


the relieving provisions of any applicable tax treaty. 


37 See §13.2.6. 
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13.2.5 Deduction in Computing Taxable Income 


Although the employee must include the full amount of the section 7 benefit in his or her 
income from employment, the employee may be entitled to deduct one-half2® of the benefit 
in computing taxable income, depending on the circumstances. Where an employee makes a 
qualifying donation of shares acquired on exercise of an employee stock option, the 
employee may be entitled to deduct the full benefit in computing taxable income. See 
§13.2.5(c). 


FOOTNOTES 


38The portion of the benefit eligible for deduction in computing taxable income has varied with 
the capital gains inclusion rate. 


2019 Thomson Reuters Canada Limited 
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(a) Employee Stock Options 


Where the conditions outlined in section 110(1)(d) are satisfied, the employee may deduct 
one-half of the benefit he or she is deemed to receive under section 7(1), whether the benefit 
arises as a result of the exercise or disposition of the option, and whether the option in 
question is an employee stock option or a CCPC option. 


The first condition is that the exercise price for the option must not be less than the fair 
market value, on the date the option is granted, of the share that is the subject of the option 
(the "Exercise Price Test"): see section 110(1)(d)(ii). Where an employee stock option has 
been exchanged for another employee stock option, and section 7(1.4) applies to that 
exchange, the Exercise Price Test is to be read with reference to the original option. See 
§13.4.1(a) for a discussion of section 7(1.4) and its significance to section 110(1)(d). 


The second condition relates to the nature of the share that is the subject of the option. 
Where the benefit arises because the employee stock option is exercised and a share is 
acquired, the share must be a prescribed share at the time it is acquired: see §13.2.5(a)(i). 
Where the benefit arises because the option is disposed of, the share that is the subject of 
the option must be one that would qualify as a prescribed share if it were issued or sold to 
the employee at the time the option is disposed of: see section 110(1)(d)(i.1). 


As noted above, the availability of the section 110(1)(d) deduction is not dependent on 
shares being acquired on exercise of the option. That is, whether the benefit arises because 


the option is exercised to acquire shares, because a cash surrender right is exercised22 and 
the option is surrendered for cash equal to its in-the-money value, or because the option is 
otherwise disposed of, if the conditions in section 110(1)(d) are satisfied, the deduction is 
available. 


Finally, unless the section 7 benefit is realized because a share is acquired on exercise of the 
employee stock option, the section 110(1)(d) deduction will be available only where the 
qualifying person that has agreed to sell or issue shares under the employee stock option 
agrees that neither it nor any person not dealing with it at arm's length will deduct any 


amount paid to or for the benefit of the employee*2 for his or her transfer or disposition of 


rights under the employee stock option.41 


(i) Meaning of Prescribed Share 


The term "prescribed share" is fundamental to the section 110(1)(d) deduction and is 


defined in section 6204 of the Regulations. While a prescribed share need not carry voting 
rights, it is sometimes said that to constitute a prescribed share, a share must be a "true" 
common share. In very general terms, a share will only be a prescribed share where the 
holder is not entitled to any type of loss protection or guaranteed return. For this purpose, it 
is irrelevant whether the protection or guarantee is provided in the share terms and 
conditions or through an agreement or arrangement that is external to the share terms and 
conditions. It appears the purpose of the prescribed share rules is to permit an employee to 
benefit from the lower rate of tax only where the employee is at risk with respect to the 
share. Section 6204 of the Regulations provides as follows: 


6204. (1) — For the purposes of subparagraph 110(1)(d)(i.1)42 of the Act, a share is a prescribed share of 
the capital stock of a corporation at the time of its sale or issue, as the case may be, if, at that time, 


(a) under the terms or conditions of the share or any agreement in respect of the share or its issue, 


(i) the amount of the dividends (in this section referred to as the "dividend entitlement") that the 
corporation may declare or pay on the share is not limited to a maximum amount or fixed at a 
minimum amount at that time or at any time thereafter by way of a formula or otherwise, 


(ii) the amount (in this section referred to as the "liquidation entitlement") that the holder of the 
share is entitled to receive on the share on the dissolution, liquidation or winding-up of the 
corporation is not limited to a maximum amount or fixed at a minimum amount by way of a formula 
or otherwise, 


(iii) the share cannot be converted into any other security, other than into another security of the 
corporation or of another corporation with which it does not deal at arm's length that is, or would be 
at the date of conversion, a prescribed share, 


(iv) the holder of the share cannot at that time or at any time thereafter cause the share to be 
redeemed, acquired or cancelled by the corporation or any specified person in relation to the 
corporation, except where the redemption, acquisition or cancellation is required pursuant to a 
conversion that is not prohibited by subparagraph (iii), 


(v) no person or partnership has, either absolutely or contingently, an obligation to reduce, or to 
cause the corporation to reduce, at the time or at any time thereafter, the paid-up capital in respect 
of the share, except where the reduction is required pursuant to a conversion that is not prohibited 
by subparagraph (iii), and 


(vi) neither the corporation nor any specified person in relation to the corporation has, either 
absolutely or contingently, the right or obligation to redeem, acquire or cancel, at that time or any 
later time, the share in whole or in part other than for an amount that approximates the fair market 
value of the share (determined without reference to any such right or obligation) or a lesser amount; 


(b) the corporation or a specified person in relation to the corporation cannot reasonably be expected to, 
within two years after the time the share is sold or issued, as the case may be, redeem, acquire or cancel 
the share in whole or in part, or reduce the paid-up capital of the corporation in respect of the share, 
otherwise than as a consequence of 


(i) an amalgamation of a subsidiary wholly-owned corporation,42 


(ii) a winding-up to which section 88(1) of the Act applies, or44 


(iii) a distribution or appropriation to which subsection 84(2) of the Act applies; and 


(c) it cannot reasonably be expected that any of the terms or conditions of the share or any existing 
agreement in respect of the share or its sale or issue will be modified or amended, or that any new 


agreement in respect of the share, its sale or issue will be entered into, within two years after the time the 
share is sold or issued, in such a manner that the share would not be a prescribed share if it had been sold 
or issued at the time of such modification or amendment or at the time the new agreement is entered into. 


Under proposed amendments released on September 16, 2016, paragraph (b) will be 
amended to add subparagraph (iv) as follows: 


(iv) an exchange to which subsection 51(1) of the Act applies or a disposition to which subsection 


86(1) of the Act applies if no consideration is provided by the corporation for the share other than 


shares of the capital stock of the corporation that are prescribed shares. 


If the share is not a prescribed share at the relevant time, the taxpayer will not be eligible for 
the section 110(1(d) deduction. The status of a share as a prescribed share may change from 
time to time and is to be determined by reference not only to the share terms found in the 
constating documents of the corporation (e.g. articles of incorporation) but also to any 
agreement in respect of the share or its issue, whether entered into before, after, or 
contemporaneously with, the grant of the employee stock option. CRA has taken a broad 
view of what constitutes an agreement in respect of a share, suggesting that a loan 
agreement in which a corporation covenants not to declare a dividend in excess of 50% of 


cumulative net income could preclude a share from being a prescribed share.4& 


Thus, the terms and conditions of any agreement entered into in connection with an 
extraordinary transaction must be considered in light of its potential effect on the status of 


shares as prescribed shares, particularly if options are exercised or disposed of in 
47 


connection with the transaction.=+ 

CRA has expressed a number of views regarding the scope of these provisions, but there is 
very little jurisprudence addressing them. For example, the CRA has stated that where a 
corporation has the right to redeem shares acquired under an employee stock option in 
order to fund the required withholding tax, the shares will not be prescribed shares by virtue 


of section 6204(1)(a)(iv) or (b).48 With respect, it is not clear how a right of the employer to 
redeem or acquire the shares is described in section 6204(1)(a)(iv). Similarly, the CRA has 
apparently taken the position that where no liquidation entitlement is specified, but rather 
the amount the shareholders are to receive is to be determined by the board of directors on 


the liquidation, the shares are not prescribed shares.“2 Again, with respect, it is not clear 
such a provision is one that limits the liquidation entitlement to a maximum or establishes it 
to be less than a minimum amount. The liquidation amount is simply unknown and, in the 
absence of a determination by the board of the directors, would it not be said that no amount 
(minimum or maximum) has been established. 


A number of U.S. stock option plans permit the optionee to pay the exercise price under an 
employee stock option pursuant to what is sometimes termed a "certification procedure." In 
essence, an employee who, at the time of option exercise, already owns shares of the 
employer with an aggregate fair market value at least equal to the exercise price payable on 
option exercise may satisfy that exercise price using the shares he or she already owns. In 
some cases, the employee delivers sufficient shares to satisfy the exercise price and is 
delivered the number of shares issuable on exercise of the option. In other cases, the 
employee merely certifies that he or she owns shares with a fair market value at least equal 
to the exercise price and the number of shares issuable on exercise of the option is reduced. 


CRA has expressed the view that in the latter case the arrangement should not by itself 
result in the shares not being prescribed shares but, in the former case, has observed that 
the shares acquired on exercise of the option would not be prescribed shares if, once issued, 


those shares could be used to exercise another option within two years of their issue.22 


The impetus for the proposed amendment to section 6204(1)(b), released on September 16, 
2016, was a share capital reorganization of TELUS Corporation ("Telus"), under which non- 
voting common shares of Telus were converted to common shares. The concern expressed 
was that, for those employees who exercised options to acquire non-voting shares after the 
reorganization was approved, but before it was effective, it could not reasonably be 
expected that Telus would not acquire the non-voting common shares within two years of the 
date they were issued; in fact, Telus would acquire them in exchange for common shares. 
While on its face, the amendment makes sense, it has raised concerns about the scope of the 
exceptions in section 6204(1)(a) and whether section 6204(1)(b) could override the rules in 
section 6204(1)(a).24+ In this connection, the Joint Committee has suggested that a broad 
review of the prescribed share rules is merited, given the many technical anomalies and the 
difficulties the rules raise in the context of ordinary commercial transactions.22 

Section 6204(2) of the Regulations contains modifying rules applicable when interpreting 
section 6204(1). Thus, for example, an obligation to acquire the share may be ignored where 
the principal purpose of the obligation is to provide the holder with a market for the share, 


the amount payable for the share will not exceed its fair market value22 and certain other 
conditions are satisfied.24 


The scope of section 6204(2)(c) was considered in Montminy c. Canada.22 Montminy was 
one of a number of employees of a corporation (Cybectec) who were granted employee stock 
options by Cybectec, their employer, in 2001. The terms of the options provided that they 
could not be exercised unless Cybectec undertook a public offering or there was a sale of all 
of the shares of Cybectec. In 2007, Cybectec received an unsolicited offer to purchase all of 
Cybectec's assets. As a result, the employee stock options were amended to provide that a 
sale of assets would also invoke the employees' right to exercise the options. At the same 
time, the employees agreed to sell the shares acquired on exercise of the options to 
Cybectec's parent, and Cybectec agreed to guarantee that obligation, immediately upon the 
shares being issued. Cybectec sold its assets and two days later the employees exercised 
their options, acquired the shares and immediately sold them to Cybectec's parent. The 
employees included a benefit under section 7 in income but deducted 50% of the benefit in 
computing taxable income under section 110(1)(d). The minister reassessed the employees 
on the basis that the shares were not prescribed shares. 


The Tax Court determined that the shares were not prescribed shares because, at the time 
they were issued, there was a reasonable expectation that the shares would be acquired 
within two years of the date on which they were issued. In fact, they were acquired on the 
day they were issued. Accordingly, they did not meet the conditions in section 6204(1)(b). 
While the judge accepted that the reason for the arrangement was to make a market for the 
shares in the manner contemplated by section 6204(2)(c), she concluded that section 
6204(1)(b) applied only for purposes of section 6204(1)(a) and did not apply for purposes of 
section 6204(1)(b). She drew this conclusion notwithstanding that the preamble of section 


6204(2) states "For purposes of subsection (1)," concluding that a particular provision in 
section 6204(2) had to be connected to a provision in section 6204(1) to apply to that 
provision. 


The Federal Court of Appeal reversed that decision. It observed that the Tax Court's 
conclusion was contrary to the opening words of the provision, and noted that section 
6204(2)(c) itself referred to the obligation to redeem, acquire or cancel. Moreover, it 
observed that both sections 6204(1)(b) and (c) are anti-avoidance rules intended to support 
the objects of section 6204(1)(a). 


Section 6204(2)(a) also contains a modifying rule. It provides that a dividend entitlement for 
a share is deemed not to be limited to a maximum amount or fixed at a minimum amount 
where it may reasonably be considered that all or substantially all of the dividend 
entitlement is determinable by reference to the dividend entitlement of another share of the 


corporation which is not itself limited or fixed.2& 


Similarly, section 6204(2)(b) provides that a liquidation entitlement of a share is deemed not 
to be limited to a maximum amount or fixed at a minimum amount where it may reasonably 
be considered that all or substantially all of the liquidation entitlement is determinable by 
reference to the liquidation entitlement of another share of the corporation which is not a 


limited or fixed liquidation entitlement.24 


It is important to observe that these modifying rules apply only where the referenced shares 
are shares of the same corporation. Thus, dividends on shares of a corporation that are 
determined by reference to dividends paid on shares of its parent corporation would not be 
protected. However, a number of the provisions in the prescribed share rules are concerned 
with rights and obligations of the corporation that issued the share and of a specified person 
in relation to the corporation. 


A specified person in relation to a corporation is defined in section 6204(3) of the 
Regulations as: 


(i) any person or partnership that does not deal at arm's length with the corporation, 
otherwise than because of a right referred to in section 251(5)(b)28 that arises asa 
result of an offer by the person or partnership to acquire all or substantially all of the 
shares of the corporation; or 


(ii) any partnership or trust of which the corporation (or a person or partnership 
with which the corporation does not deal at arm's length) is a member or beneficiary, 
respectively. 


The definition of specified person is to be read without reference to section 256(9).22 An 
offer need not be made in the form of a takeover bid. It could be made, for example, by 
private agreement between the holders of all or substantially all the shares and a purchaser. 


A court approved plan of arrangement under which all or substantially all of the shares will 


be acquired can qualify as an offer for purposes of section 6204(3) of the Regulations.22 


CRA generally interprets all or substantially all as meaning 90% or more, although the 
courts have not applied such a strict test.& If a shareholder holds 25% of the shares and 


offers to acquire the balance, is that an offer to acquire all or substantially all? Read one way, 
the words could be construed strictly to mean that an offer for 75% is not an offer for all or 
substantially all, since, in the CRA's view, 75% is not all or substantially all. But is that the 
correct interpretation? If the bid is successful, the shareholder will hold all or substantially 
all of the shares and thus, it might be argued, the offer is an offer to acquire all or 
substantially all — the shareholder has less than all or substantially all and is seeking to 
acquire all or substantially all. What if the 25% shareholder established a new corporation 
that offered to buy all the shares (including those held by the 25% shareholder)? Should that 
extra step be necessary? 


As noted above, if the amount of dividends that may be paid on a share is limited at a 
particular time, the share will not be a prescribed share at that time. Dividend entitlements 
may be affected not only by the share terms and conditions but also by agreement. Thus, for 
example, in the context of a takeover bid, it is typical to reduce the offer price by the amount 
of any dividends paid between the date the offer is made and the expiry date of the offer®2 
rather than condition the offer on no dividends being paid in that period or seeking a 


covenant from the target to not pay dividends in that period £3 


The prescribed share definition in section 6204 of the Regulations shares many of the 
features of the "taxable preferred share" definition in section 248(1). However, one 
distinction between the taxable preferred share definition and the prescribed share 
definition is that the former permits CRA (and the taxpayer) to take into account not only the 
share terms and any agreements in respect thereof, but "all the circumstances." Section 
6204 of the Regulations does not allow for that flexibility. 


In the context of the definition of taxable preferred share, one issue that has arisen is 
whether a requirement that a small dividend be paid on one class of shares before a dividend 
may be paid on another class of shares results in shares from the first class being 
characterized as taxable preferred shares by virtue of clause (b)(i)(C) of the definition of 


taxable preferred share in section 284(1).54 For example, assume that the Class A shares of 
a corporation entitle the holders thereof to a nominal preferential dividend (say, $.01 per 
share per annum) following which the Class B shares entitle holders thereof to a "catch-up" 
dividend of $.01 per share per annum after which holders of Class A shares and Class B 
shares share equally in dividends. Because no dividend may be paid on the Class B shares 
until the small dividend is paid on the Class A shares, it could be said that the amount of 
dividends on the Class A shares is established to be not less than a minimum and, with 
respect to that dividend, there is a preference over any other dividend that may be paid on 
any other share of the corporation (i.e., the Class B shares). Are share terms like those 
described in section 6204(1)(a)(i) of the Regulations? 


Some have argued that the Class A shares are clearly taxable preferred shares because they 
have a fixed minimum dividend right that has a preference over another class, the Class B 
shares.£2 Others have argued that the Class A shares are not taxable preferred shares 
because the nominal preferential dividend is, in substance, merely an ordering mechanism 
for dividends.£& CRA has ruled that shares like those described above will not be taxable 
preferred shares by virtue of the adoption by the board of directors of a dividend policy to 
pay dividends annually on each class in an equal amount, which amount presumably will, in 


all circumstances, exceed the minimum.®2 
The dividend entitlement and liquidation entitlement of the Class A shares and the Class B 
shares that were the subject of the ruling were summarized therein as follows: 


(a) The holders of the Class B Shares are entitled to receive dividends from any 
funds of the Company at the time legally available for dividends, if, as and when 
declared by the board of directors at a rate of up to XXXXX per share per annum; 


(b) The holders of the Class A Shares are entitled to receive dividends from any 
funds of the Company at the time legally available for dividends, if, as and when 
declared by the board at the rate of up to XXXXX per share per annum, provided that 
no such dividend shall be paid in any year on the Class A Shares unless, and until 
there has been paid or set aside in such year a dividend at the rate of XXXXX per 
share per annum on the Class B Shares; 


(c) Subject to the foregoing, there are no limitations on payment of dividends and 
Class A Shares and Class B Shares participate equally share for share as to 
dividends, which the directors may determine to declare and pay in any year without 
preference or distinction; 


(d) In the event of liquidation, dissolution or winding up of the Company, the Class A 
Shares and the Class B Shares participate equally share for share in all property 
available for distribution without preference or distinction subject to the preference 
as to dividends stated in Article XXXXX of the share provisions. 


The Class A Shares were voting; the Class B Shares were non-voting. The Class A Shares 
were convertible into Class B Shares and stock dividends in either Class A Shares or Class B 
Shares were permitted to be paid on either class. The stated facts indicated that the issuer 
had adopted a policy of paying a specified amount per share as a dividend on each 
outstanding Class A and Class B Share. Although the part of ruling dealing with the amount 
specified in the policy has been redacted, presumably the amount under the policy exceeded 
the amount specified in the proviso in (b) above.£8 CRA ruled that the terms and conditions 
of the Class B Shares and the issuer's dividend policy would not, in and by themselves, result 


in the Class B Shares being considered to be taxable preferred shares.©2 Indeed, if dividends 
in excess of the minimum have always been paid on both classes, it presumably should not 
be reasonable, in all the circumstances, to consider there to be a minimum dividend 
entitlement, since the specified minimum does not in fact operate as a minimum — it is really 
irrelevant. 


However, in the context of the prescribed share definition in section 6204 of the Regulations, 
CRA was asked its views regarding: 


non-voting shares which are otherwise essentially the same as common shares except that, for marketing 
purposes, the shares provide for a minimum cumulative preferential dividend (e.g., $.01 per share) so 
that they are "legal for life". The terms of the shares are such that there is full participation of earnings 
after the common shares have received equivalent dividends.22 


Thus, the shares in question had a "catch-up provision" i.e., once the non-voting shares 
received a $.01 per share dividend, the common shares did as well, and then the two classes 


were paid equal dividends per share. The letter to CRA seeking advice about this example 
indicated that: 


as a practical matter, the dividends paid in any year on the shares normally substantially exceed the 
nominal preferential dividend so that, in fact, there is no distinction between the dividends received on 
the different share classes. 


Nonetheless CRA concluded 


in view of the fact the dividends are cumulative, notwithstanding that the dividend entitlement is merely 
$.01 per share, we are of the opinion that the shares are not prescribed shares by virtue of Regulation 
6204(1)(a)(i). 


In the prescribed share case, the fact that, in the circumstances, there was no minimum or 
preference was seemingly irrelevant to the CRA because section 6204(1) of the Regulations 
does not permit one to look at the practicalities or all the circumstances, and under the 
share terms, CRA considered there to be a minimum preferential dividend. Thus, it might be 
said that the positions taken by CRA are not inconsistent, although in policy terms there 
would appear to be no rationale for a distinction between the two definitions.4 

Indeed could it be argued that section 6204(2)(a) of the Regulations would provide relief in 
the circumstances described in the CRA letter. It provides that a dividend entitlement should 
not be considered fixed at a minimum where it may reasonably be considered that all or 
substantially all of the dividend entitlement is determinable by reference to the dividend 
entitlement on another share of the same corporation that meets the definition of prescribed 
share. While the terms and conditions of the two classes of shares do not appear to explicitly 
determine the dividends on the non-voting shares by reference to the common share 
dividends, that is not a requirement of section 6204(2)(a). It asks whether it may reasonably 
be considered that all or substantially all of the amount of dividends is determinable by 
reference to the other shares. What does "may reasonably be considered" mean? It would 
appear to suggest an objective standard, rather than a subjective one and that in analyzing 
the question in the context of a particular provision, one must consider the policy underlying 


the provision.2 Accordingly, if the reason for the distinction in order of payment of a 
nominal dividend has nothing to do with the prescribed share rules and, as a practical 
matter, the same dividend per share is always paid on both classes and that dividend always 
exceeds the nominal dividend by a substantial amount, it would seem reasonable to consider 
that the dividends on the non-voting shares and common shares are determined entirely by 
the dividend paid on the other class. 


FOOTNOTES 


39 an option will be governed by s. 7 only if the employee has the right to acquire shares. Thus, ifa 


cash surrender right is available, it must be exercisable only by the employee. If the employer 
has a right to force the employee to take cash and does so, s. 7 does not apply because the 
employer has not agreed to issue or sell shares and any amount paid to the employee will be 


fully taxable to the employee under s. 6 and therefore not eligible for the s. 110(1)(d) deduction. 


40There is an exception for designated amounts, described in s. 110(1.2). See infra, note 96. 


41 cee s. 110(1.1) added as a result of the 2010 Federal Budget, effective in respect of acquisitions 
of shares and transfers and dispositions of stock options after 4pm EST on March 4, 2010. 
Section 7(3)(b) provides that the income of any person is deemed to be no less than it would be 
if a benefit had not been conferred on the employee by the sale or issue of securities. Thus, it 
precludes the issuer (or employer) from deducting any amount in respect of shares issued under 
employee stock options or CCPC options. However, s. 7(3)(b) applies only where shares are 
issued or sold. It does not apply where the option is disposed of for cash. However, the 
deductibility of amounts paid to employees who surrender or otherwise dispose of options 
depends on more than the inapplicability of s. 7(3)(b): see §§13.3.1 and 13.4.2.2. 


42The current version in fact refers to s. 110(1)(d)(i), but that is an incorrect cross-reference and 
should have been updated in 2010 as a consequence of the 2010 Federal Budget changes. Draft 
amendments released on September 16, 2016 include an amendment to fix the cross-reference. 


43 Defined in s. 248(1). 
44 See §9.2 for a discussion of s. 88(1) wind-ups. 
45 See §4.3 for a discussion of s. 51 and §4.1 for a discussion of s. 86. 


46 See CRA Technical Interpretation 2005—0157381E5, dated March 7, 2007. See also CRA 
comment at TEI Meeting in Montreal in 1989: "Where as a consequence of a lending agreement 
dividends are restricted to a percentage of normally computed net earnings, for purposes of 
Regulation 6204 we would not generally consider that the amount of dividends that can be 
declared or paid would be limited to a maximum amount or fixed at a minimum by formula or 
otherwise. However, each determination would be made on the basis of particular facts." 


47 See also §13.4. 
48506 CRA Document 2011-0411951C6 (in French), dated October 7, 2011. 


49 S66 Birch Hill Equity Partners Management Inc. v. Rogers Communications Inc., 2015 ONSC 
7189, 2015 CarswellOnt 17928, [2016] 1 C.T.C. 264, 128 O.R. (3d) 1, 50 B.L.R. (5th) 300, 23 
C.C.PB. (2nd) 88 (Ont. S.C.J.). 


50See CRA Technical Interpretations 2001—0086875, dated November 27, 2001, and 2005- 
014984117, dated October 25, 2005, and Rulings 2005—0114501R3, dated June 3, 2005 and 
2002—0170353, dated March 10, 2003. 


Slsee the Submission of the Joint Committee on Taxation of the Canadian Bar Association and 
Chartered Professional Accountants of Canada (the "Joint Committee") dated November 15, 
2016. 


22 Thid. See also Technical Submission of the Joint Committee dated 2005. 
53.aithough the amount may be less than the fair market value. 


34See s. 6204(2)(c) of the Regulations. 


52 Montminy c. Canada, 2017 FCA 156, 2017 CarswellNat 3390, 2017 CarswellNat 3391, [2018] 1 
C.T.C. 145, (sub nom. Montminy v. The Queen) 2017 D.T.C. 5092, 2017 D.T.C. 5091 (F.C.A.), 
reversing Montminy c. R., 2016 TCC 110, 2016 CarswellNat 7121, 2016 CarswellNat 1464, 
2016 D.T.C. 1085, (sub nom. Montminy v. R.) 2017 D.T.C. 1005 (T.C.C. [General Procedure]). 


see s. 6204(2)(a) of the Regulations. 
57 Se¢ s. 6204(2)(b) of the Regulations. 
38Se¢e §2.1.1(c) for a discussion of s. 251(5)(b). 


22Section 256(9) deems control of a corporation to be acquired at the commencement of the day 
unless the corporation elects otherwise: see §§7.2.1 and 11.3.1. 


50se¢ CRA Ruling 2005—0151001R3, dated February 27, 2008. 
Sl ce6 §§ 3.6.5 and 11.3.4(h) for a discussion of the meaning of "all or substantially all." 
62No offer price adjustment may be made for an ordinary course regularly scheduled dividend. 


63 0¢ course, until accepted, an offer does not constitute an agreement. However, if there is a 
support agreement with a majority shareholder or the corporation itself, this may be a 
significant difference. See also the discussion at § 13.4.2. 


64 That language is similar to s. 6204(1)(a)(i) of the Regulations: 


(b) where . .. by reason of the terms and conditions of the share or any agreement in 
respect of the share or its issue to which the corporation is a party... 


(i) it may reasonably be considered, having regard to all the circumstances, that 
the amount of dividends that may be declared or paid is... 


(C) established to be not less than a minimum . . . and with respect to the 
dividend that may be declared or paid on the share there is a preference over 
any other dividend that may be declared or paid on any other share. 


8S kvelyn Moskowitz, "The Preferred Share Rules," in Report of Proceedings of the Forty-Ninth Tax 
Conference, 1997 Conference Report (Toronto: Canadian Tax Foundation, 1998), 9:1-9:47 at 
9:41. 


56Ruby, Stephen S., "Preferred Share Rules," February 27, 1990, Insight Conference. 


87 Se¢ CRA Income Tax Ruling, CRA Document 2003-0034073, dated October 22, 2003. 


88 although the "at the rate of up to XXXX per share per annum" wording in each of paragraphs (a) 


and (b) might suggest a maximum dividend (which would also result in taxable preferred share 
status), presumably paragraph (c) permitted dividends in excess of this amount so there was no 
maximum. 


59CRA previously had suggested that share terms like those described in the ruling would result 
in the Class B Shares being characterized as taxable preferred shares. For example, in a letter 
dated May 30, 1991, CRA stated as follows: 


It is our view that a share is a "taxable preferred share" by virtue of clause (b)(i)(C) of the 
definition, if the share is entitled to a minimum dividend (albeit nominal) and enjoys a 
preference in the payment of that minimum amount even though increased amounts could 
be declared as dividends on the share and, in regard to these additional amounts, no 
preference would exist over another class of shares. 


Although CRA was apparently asked to interpret the taxable preferred share definition with 
some latitude in view of the circumstances, the letter has been significantly severed so it is not 


possible to identify what those circumstances were. CRA Document MA91 001.003, dated May 
30, 1991. 


10 se¢@ CRA Document AC58733, dated October 18, 1989. 


71In the letter dated May 30, 1991 referred to at supra note 69, CRA acknowledged that the 


wording in the taxable preferred share definition permits facts outside the terms and conditions 
of the share but related to the declaration or payment of dividends to be considered. However, 
CRA cautioned that the words did not permit it to consider the intent of the legislation or the 
purpose for which the share was issued. It is not clear why those factors would not be 
encompassed within the phrase "in the circumstances." 


12S6¢@ Furukawa v. R., 2000 CarswellNat 2493, 2000 CarswellNat 4812, [2001] 1 C.T.C. 39, (sub 
nom. R. v. Furukawa) 2000 D.T.C. 6669 (Fed. C.A.). 
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(b) CCPC Options 


As discussed at §13.2.2, the exercise of a CCPC option to acquire a share crystallizes the 
amount of the benefit but that benefit is not included in income until the share is disposed of. 
Where a share is acquired under a CCPC option, the employee may be entitled to deduct 
one-half of the benefit realized as a consequence of the acquisition of the share 
notwithstanding that the share is not a prescribed share or that the Exercise Price Test (see 
§13.2.5(a)) is not met. Section 110(1)(d.1) permits an employee who does not dispose of or 
exchange a share acquired on exercise of a CCPC option for at least two years after 
acquiring it (except where the disposition occurs as a consequence of the employee's death) 
to deduct one-half of the employment benefit realized at the time of disposition. Thus, the 
benefit is included in income, and where available the section 110(1)(d.1) deduction in 
computing taxable income is taken, in the taxation year in which the disposition of the share 
occurs rather than the year in which the option is exercised. 


An employee who qualifies for the deduction under both sections 110(1)(d) and 110(1)(d.1) 
must choose between them; he or she is not entitled to take both. Because there can be 
significant uncertainty about the status of a share as a prescribed share, the section 110(1) 
(d.1) deduction is preferable provided that its conditions are satisfied. However, unlike 
section 110(1)(d), section 110(1)(d.1) requires that the option be exercised to acquire shares 
and that the shares be held for at least two years. 


The provisions of section 7(1.3) (discussed at §13.2.2(a)) also apply for purposes of section 
110(1)(d.1). Thus, identical shares acquired under CCPC options are considered disposed of 
in the order acquired, thereby maximizing the holding period of each share. So, where an 
employee who acquires 50 identical shares under CCPC options on February 15 of each of 
2014, 2015 and 2016, disposes of 100 shares on February 16, 2017, the two-year holding 
period condition in section 110(1)(d.1) will be met because the shares acquired in 2014 and 
2015 will be considered to be the shares disposed of in 2017. Similarly, if the employee 
acquires an identical share otherwise than on exercise of a CCPC option, that share will be 
considered to have been acquired before any identical shares acquired on exercise of a 
CCPC option and held when that identical share is acquired. Thus, if on July 6, 2016 the 
employee acquired 50 identical shares, but otherwise than on exercise of CCPC option, and 
sold 50 of the shares on March 20, 2017, the employee would be considered to have sold the 
shares acquired on July 6, 2016, rather than those acquired on February 15, 2016, 
notwithstanding that the latter were in fact acquired first. Because of this rule, the employee 
may continue to defer the section 7 benefit associated with the shares acquired on exercise 
of the CCPC option on February 15, 2016 and work toward achieving the two-year holding 


period condition of the section 110(1)(d.1) deduction for those shares. 


See §13.2.2(a) and (b) for a discussion of the provisions of sections 7(1.3), (1.5) and (1.6), all 
of which also apply for purposes of determining whether there has been a disposition of the 
share for purposes of the two-year holding period in section 110(1)(d.1). 
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(c) Charitable Donation of Shares Acquired on Exercise of Employee Stock Options 


Where a taxpayer disposes of certain securities acquired under an employee stock option 
(including a CCPC option) by donating those securities to a qualified donee,Z2 the taxpayer 
may deduct up to one-half of the associated section 7 benefit in computing his or her taxable 
income under section 110(1)(d.01).24 Unlike the section 110(1)(d) deduction, the stock 
option donation deduction is dependent on shares being acquired on exercise of the option. 
The deduction in section 110(1)(d.01) is not available for benefits arising from 
donations(i.e., dispositions) of employee stock options. 


Four conditions must be satisfied to be entitled to the deduction under section 110(1)(d.01). 
First, each share donated must be a share listed on a designated stock exchange.“2 Under 
this condition, subject to one exception described below,Z® the taxpayer cannot dispose of 
the shares acquired under an option and then donate the proceeds to a qualified donee. 
Second, the donation must be made in the year that the shares were acquired under the 
option (e.g., a donation will not qualify if shares are acquired under an option in 2016 and 
donated in 2017). Third, the donation must be made no later than made 30 days (including 
the 30th day) after the day on which the taxpayer acquired the shares. Fourth, the taxpayer 
must be entitled to take a deduction under section 110(1)(d) in respect of acquisition of the 
shares: see §13.2.5(a). Therefore, in the context of a donation, a section 110(1)(d.01) 
deduction cannot be taken if the Exercise Price Test is not met or if the share is not a 
prescribed share. 


Where the deduction is available the full amount of the section 7 benefit associated with the 
acquisition of the donated shares may be offset by the combination of the section 110(1)(d) 


and section 110(1)(d.01) deductions.2Z 


The amount that is deductible under section 110(1)(d.01), provided all its conditions are 
satisfied, is one-half of the lesser of (i) the section 7 benefit deemed to have been received 
under section 7(1)(a) by the taxpayer in respect of the acquisition of the securities, and (ii) 
the amount that would have been that section 7 benefit had the fair market value of the 
securities at the time of their acquisition by the taxpayer been equal to the fair market value 
of the security at the time of the disposition. Accordingly, where the fair market value of the 
shares acquired on exercise of the option declines before they are donated, the deductible 
amount will be less than one-half of the section 7 benefit included in the taxpayer's income. 
On the other hand, where the fair market value of the shares has increased since the date of 
acquisition, the amount deductible under section 110(1)(d.01) will be one-half of the 


associated section 7 benefit (i.e., the hypothetical section 7 benefit computed using the 
value of the shares at the time of disposition would exceed the actual section 7 benefit 
realized on option exercise). 


While a taxpayer who donates proceeds from the disposition of shares acquired under an 
employee stock option (including a CCPC option) would not satisfy the first condition of 
section 110(1)(d.01), section 110(2.1) extends the section 110(1)(d.01) deduction to the 
circumstance where a taxpayer, in exercising an option to acquire shares from a particular 
qualifying person, directs a broker or dealer, appointed or approved by the particular 
qualifying person (or by a qualifying person with which it does not deal at arm's length), to 
immediately dispose of the shares and pay all or part of the proceeds to a qualified done as a 
donation. In such circumstances, for purposes of section 110(1)(d.01), the taxpayer is 
deemed to have donated the shares disposed of to the qualified donee at the time the 
payment is made and the amount deductible under that section is prorated to portion of the 
proceeds paid by the broker to the qualified done on the taxpayer's behalf. So long as the 
other conditions in section 110(1)(d.01) are satisfied, the payment of such proceeds (in 
whole or in part) to the qualified donee should entitle the taxpayer to a deduction under 
section 110(1)(d.01). 


The CRA has interpreted section 110(2.1) strictly. Thus, in the CRA's view, where a taxpayer 
receives the proceeds of disposition from the broker or dealer and then personally donates 
all or some of the proceeds to a qualified donee, the requirements of section 110(2.1) will not 


be met.Z8 The CRA also was asked the meaning of the word "immediately" in the phrase "to 
immediately dispose of the security and pay all or a portion of the proceeds", and expressed 
the view that it modified both the share disposition and the donation of the proceeds by the 
broker. The CRA did not accept the suggestion that the donation can be made at a later date 
within the time limit specified in section 110(1)(d.01) (i.e. within 30 days after, but in the 
same year as, the acquisition of shares). The CRA further commented that the election in 
section 7(1.31) may be necessary to permit a section 110(1)(d.01) deduction by virtue of 
section 110(2.1). The ordering rule in section 7(1.3) applies for purposes of sections 110(1) 
(d.01) and 110(1.2) (Ze. a taxpayer is deemed to dispose of shares that are identical 
properties in the order they are acquired under the FIFO rule). To illustrate, assume that 
Kate owns shares of a qualifying person that were acquired in the market. Kate also holds an 
employee stock option to acquire identical shares, and wishes to exercise those options and 
have her broker dispose of the shares so acquired and donate the proceeds therefrom to a 
qualified donee. Without an election made under section 7(1.31), the FIFO rule would apply 
such that Kate would be considered for purposes of section 7 and 110(1) to have disposed of 
the shares she acquired in the market, which are not eligible for section 110(2.1). 
Accordingly, she would be denied a section 110(1)(d.01) deduction, notwithstanding that the 
shares she actually disposed of through her broker were the shares acquired on exercise of 
the option. 


For purposes of computing a capital gain or loss, section 38(a.1) provides that a taxpayer's 
taxable capital gain arising from the disposition of publicly-listed shares is equal to zero if 


the disposition is a donation to a qualified donee. Thus, a donation of shares that qualifies for 


a section 110(1)(d.01) deduction will not result in a taxable capital gain.2 


The donation should result in the taxpayer being issued a charitable receipt in an amount 


equal to the fair market value of the donated shares or the donated proceeds. 


FOOTNOTES 


Ba qualified donee" is defined in s. 149.1(1) and includes registered charities, the Crown and 


similar institutions. Prior to March 19, 2007, the s. 110(1)(d.01) deduction was not available for 
donations to private foundations. 


74 ror donations made before May 2, 2006, the amount of the deduction was limited to one-quarter 
of the section 7 benefit. Section 110(1)(d.01) was introduced in the Act in 2001: Income Tax 
Amendments Act, 2000, S.C. 2001, c. 17. Initially, the deduction was available only for securities 
acquired after February 27, 2000 and before 2002. 


The securities that may qualify for as. 110(1)(d.01) deduction must be described in s. 38(a.1)(i), 


which includes shares listed on a designated stock exchange. The Department of Finance 
maintains a list of designated stock exchanges on its website, which includes the Toronto Stock 
Exchange and the New York Stock Exchange: see ss. 248(1) and 262. 


16The exception is for certain transactions effected through brokers as described in s.110(2.1) 


lithe fourth condition for section 110(1)(d.01) only requires that the taxpayer be entitled to a 
section 110(1)(d) deduction. It does not require that the taxpayer take such deduction in 
computing his or her taxable income. However, one would expect an employee entitled to such 
deduction to take it. 


185e¢@ CRA Document 2015-0605971E5, dated December 6, 2016. 


79 Similar to the section 110(1)(d.01) deduction in respect of the section 7 benefit, for donations 
made before May 2, 2006, one-quarter of any capital gain realized was included in the 
taxpayer's income. 
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13.2.6 Adjusted Cost Base Considerations 


An employee stock option or CCPC option is not a capital property and so does not itself have 
an adjusted cost base.22 However, where such an option is exercised, and the share acquired 
on exercise is capital property to the taxpayer who acquires it, the adjusted cost base of the 
share must be determined. The cost of the share will typically be the exercise price paid to 
exercise the option.24 

The section 7 benefit associated with the exercise of an employee stock option (including a 
CCPC option) is not part of the cost of the share acquired on exercise of the option. Rather, 
the benefit is added to the adjusted cost base of the particular share acquired on exercise of 
the option and so is not averaged with the adjusted cost base of any other identical property 
held at that time: see sections 47(1) and 53(1)(j). This may result in identical shares having 
different adjusted cost bases to a single holder. 


For shares acquired on exercise of a CCPC option after February 27, 2000, the benefit is 
added to the adjusted cost base in the year the share is acquired, notwithstanding that the 
benefit is not included in income until the year the share is disposed of.82 Moreover, shares 
acquired after February 27, 2000 on exercise of a CCPC option are deemed not to be 
identical to any other security acquired by the employee.22 Thus, each share acquired under 
a CCPC option has its own adjusted cost base. 


These principles may be illustrated by the following example: 
Example 13.3 


Assume that on January 1, 2013, ACo, a CCPC, grants Jane an option to acquire 100 ACo shares at a price 
of $5 per share. In January 2015, following ACo's initial public offering, Jane acquires 200 ACo common 
shares through her registered broker at a price of $10 per share. On June 30, 2015, ACo grants Jane an 
option to acquire 150 ACo shares at a price of $12 per share. On June 30, 2016, Jane exercises both 
options and acquires 250 ACo shares at a time when the fair market value of an ACo share is $20. On 
September 15, 2016, Jane acquires 75 ACo common shares through her registered broker at a price of 
$19 per share. 


The adjusted cost base implications to Jane are as follows: 


Date of Acquisition #ofshares Costper ACB pershare 


share 
January 2015 (public market) 200 $10 $10 
June 30, 2016 (employee stock option) 150 $12 200 @ $10.8684 
150 @ $18.86 
June 30, 2011 (CCPC option) 100 $5 $2085 
September 15, 2011 (public market) wae $19 425 @ $15.1286 
100 @ $20 


If an employee transfers an employee stock option or CCPC option to a person with whom 
the employee did not deal at arm's length, and that person exercises the option, although the 
section 7 benefit is included in the employee's income, that benefit is added to the adjusted 
cost base of the shares acquired by the non-arm's length person on exercise of the option: 
see section 53(1)(j). 


Although the benefit included in income is added to the adjusted cost base of the shares, any 
deduction taken pursuant to sections 110(1)(d), 110(1)(d.1) or 110(d.01) in respect of that 
benefit does not reduce the adjusted cost base of the share. Those deductions are intended 


to tax the section 7 benefit on a basis equivalent to capital gains®2 where the relevant 
conditions for the deduction are met. If the adjusted cost base of the shares were reduced by 
the sections 110(1)(d) or (d.1) deduction, that objective would not be met. 


Where a share acquired on exercise of a CCPC option is exchanged, and section 7(1.5) 
applies to the exchange, the share acquired in exchange (the "new share") is deemed to be 
the same share as, and a continuation of, the exchanged share for purposes of sections 7 and 
110(1)(d) to 110(1)(d.1)88 — but not for any other purpose — and, where acquired after 
February 27, 2000, is deemed not to be identical to any other security for purposes of the 
cost averaging rule in section 47(1): see section 47(3)(a).82 This has two principal 
consequences. Firstly, the adjusted cost base of the exchanged share becomes the adjusted 
cost base of the new share. Moreover, that new share will not be identical property to any 
other share and thus its adjusted cost base will not be averaged with the cost of any other 


identical shares.22 These principles may be illustrated by the following example: 
Example 13.4 


Assume three years after ACo effected its initial public offering (IPO), Joseph acquired 100 common 
shares of ACo under a CCPC option that had been granted to him before the IPO. The shares cost Joseph 
$100 and the resulting section 7 benefit was $650. Two years later, Joseph acquired 1,000 ACo common 
shares on the public markets for $10,000. A year after that, BCo, a U.S. resident corporation, acquired all 
of the ACo shares in exchange for BCo shares on the basis of three BCo common shares (each with a fair 
market value of $5) for every one ACo common share. Joseph exchanges his 1,100 ACo shares for 3,300 
BCo common shares. 


The exchange of shares of a taxable Canadian corporation, Aco, for shares of a U.S. resident 
corporation, is not a rollover for capital gains purposes. Thus, Joseph will realize a total 
capital gain on the exchange of $5,750, comprised of a $750 capital gain on the 100 ACo 


shares acquired on exercise of the CCPC option? and a $5,000 capital gain on the other ACo 


shares.22 The section 7 benefit associated with exercise of the CCPC option, although added 
in computing the adjusted cost base of the 100 shares, has not yet been included in Joseph's 
income. Moreover, the 300 BCo common shares acquired by Joseph in exchange for the 100 
ACo shares that Joseph acquired on exercise of the CCPC option are not treated as identical 
property to the other 3,000 BCo common shares acquired by Joseph. As a result, if Joseph 
sells 1,500 BCo common shares to, for example, fund the tax liability associated with the 
capital gain arising from the exchange, the order of acquisition rule under section 7(1.3)(a) 
would apply to treat Joseph as having acquired the public market shares first. Accordingly, 
under the FIFO rule, Joseph will be considered to have sold the BCo shares substituted for 
the ACo shares acquired on the public market and thus can continue to defer the benefit 


associated with the exercise of the CCPC option.22 


FOOTNOTES 


80 Because the disposition of an employee stock option or CCPC option does not give rise to a 
capital gain, such an option cannot be capital property. While typically adjusted cost base is 
considered applicable only to capital property, see comments in Rogers Estate, supra note 31. 


8lcee supra note 4. If something was paid to acquire the employee stock option, that amount 
would also form part of the cost of the shares. 


82 prior to this amendment, the benefit was not added to the adjusted cost base of the share until 
the benefit was included in income — that is, the taxation year in which the share acquired on 
exercise of the CCPC option was disposed of. Thus, where an employee disposes of the share in 
circumstances in which s. 7(1.5) applies, so that the deferral of the s. 7 benefit continues, but in 
which a rollover was not available for capital gains purposes (e.g., where shares of a Canadian 
corporation are exchanged for shares of a U.S. corporation in the context of a takeover bid), the 
employee would recognize a capital gain, a portion of which would subsequently be taxed again 
as as. 7 benefit when the substituted shares were disposed of. If, for example, a share acquired 
under a CCPC option in 1999 had a cost of $15, and the fair market value of the share was $40 
at the time of exercise, the associated benefit is $25. If, at a time when it was worth $60, the 
share was exchanged, in a transaction to which s. 7(1.5) applied, for a share of a U.S. parent, 
the capital gain would be $45 because the employment benefit would not be included in the 
adjusted cost base until the share of the U.S. parent is disposed of. The subsequent sale might, 
accordingly, result in a capital loss or a reduced capital gain at that time, but tax would have 
been accelerated. 


83. See s. 47(3)(a). This rule also applies to publicly-listed shares acquired under an employee stock 
option where the benefit was deferred under the rules introduced in the 2000 Federal Budget. 
See supra note 5. Although that deferral cannot be claimed for options exercised after 4pm EST 
on March 4, 2010, shares acquired prior to that date may still be held and thus may continue to 


be subject to this provision. 


84 at the time the options are exercised, Jane already owns 200 ACo shares. The cost of the ACo 
shares issued on exercise of the employee stock option is averaged with the adjusted cost base 
of the previously-acquired ACo shares by virtue of s. 47(1). The equation is [(200x$10)+ 
(150x$12)]/350, which is $10.86 ACB per share. Then, the ACB of the 150 shares is adjusted 
pursuant to s. 53(1)(j) to add the s. 7 benefit of $8 per share. No adjustment is made to the 
original 200 shares. 


85These ACo shares are deemed not to be identical to the other ACo shares owned by Jane and 


thus have a separate and distinct adjusted cost base, being their cost ($5 per share) plus the s. 
7 benefit associated with the exercise of the CCPC option ($15 per share). 


86when the 75 ACo shares are acquired, Jane has 200 shares that are identical property with an 
ACB of $10.86 per share and 150 shares that are identical property with an ACB of $18.86 per 
share. The cost of the 75 shares is averaged with the adjusted cost base of all of the previously- 
acquired ACo shares that are identical property — and thus, excluding the 100 shares acquired 
pursuant to the CCPC option, which while identical shares are not identical property. The 
equation is [(200x$10.86)+(150x$18.86)+(75x$19)]/425, which is $15.12 ACB per share. 


87 The deduction rate under ss. 110(1)(d) and (d.1) has varied over time with the capital gains 


inclusion rate. 


88 Except for purposes of determining if the new securities are identical to any other securities for 
those purposes: see s. 7(1.5)(e). This might be relevant under ss. 7(1.3) or (1.31) where, for 
example, the taxpayer already owns shares that are identical to the shares acquired on the s. 
7(1.5) exchange. The shares would not be considered identical for purposes of ss. 7(1.3) or 
(1.31). This would seem to suggest neither the LIFO nor FIFO rule would apply to such 
"identical" shares. Therefore, although the taxpayer might dispose of such shares in the 30-day 
period referred to in section 7(1.31), that disposition seemingly could be ignored. 


89 This rule also applies to publicly-listed shares acquired under an employee stock option where 
the benefit was deferred under the rules introduced in the 2000 Federal Budget. See supra 
notes 5 and 83. 


20where identical shares with separate adjusted cost bases (by virtue of s. 47(3)) are exchanged 
on an amalgamation, CRA has expressed the view that the ability to maintain the separate 
adjusted cost base is lost by virtue of s. 87(4): see CRA Document 2002-0167465 dated August 
14, 2003. While s. 87(4) does provide for pooling of the adjusted cost base of shares on an 
amalgamation (see §7.3.1), typically an amalgamation will qualify as a transaction described in 
s. 7(1.5). Section 47(3), which deems a share acquired on exercise of a CCPC option, or on 
exercise of an employee stock option where the deferral for publicly-listed shares was claimed 


(see note 5), to not be identical to any other share, applies to a share acquired in a transaction 
to which s. 7(1.5) applied. Thus, it is not clear that CRA's view is correct. 


Iris adjusted cost base for those shares will be $750, and his proceeds of disposition will be 
$1,500, ie., 100 x3 x $5. 


9246 paid $10,000 for them and will receive proceeds of disposition of $15,000, i.e., 1,000 x 3 x 
$5. 


931 this example, the conditions of s. 7(1.31) cannot be satisfied as the CCPC option was 
exercised more than 30 days before the BCo shares were sold. However, if the CCPC option was 
exercised immediately before the ACo shares were exchanged for BCo shares and the BCo 
shares were sold within 30 days, Joseph could choose to treat the 300 shares as being sold. That 
is, s. 7(1.5) applies for all purposes of s. 7 and deems the BCo shares to be the same securities 
as and a continuation of the ACo shares for that purpose. 
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13.3.1 Consequences in Computing Income 


Section 7(3)(b) precludes an employer or issuer of an employee stock option from deducting 
any amount in computing income as a result of the conferral of a benefit by the sale or issue 
of securities to an employee. Thus, where shares are acquired under an option governed by 
section 7, notwithstanding that the employee is required to treat the section 7 benefit as 
income from employment, and regardless of whether a deduction under section 110(1)(d) or 
(d.1) is available, the employer or issuer is not entitled to deduct any amount in computing 
its income. 


However, as noted above, section 7(3)(b) applies only where the section 7 benefit arises as a 
result of the sale or issue of securities. Thus, if instead of exercising the option, an employee 
disposes of the option to the employer for cash, the employer is not precluded by section 7 
from deducting the cash amount in computing income. This limitation on the scope of 
section 7(3)(b) led to the addition to many employee stock options, including some CCPC 
options, of a cash surrender right: that is, the right of an employee2= on exercise to choose 
to be paid the "in-the-money value" of the option in cash rather than to be sold or issued 
shares. Where an employee exercises a cash surrender right, the employee is nonetheless 
taxed under section 7 on the basis that he or she disposed of the option but the employer, not 
precluded by section 7(3)(b), may seek to deduct as employment expense the amount paid to 
the employee for disposition of the option. 


Prior to the 2010 Federal Budget, an employee who exercised a cash surrender right might 
nonetheless have qualified for the section 110(1)(d) deduction (see §§13.2.3 and 13.2.5), 
reducing the employee's taxable amount to one-half of the cash received, while the employer 
may have been entitled to deduct 100% of the cash surrender price paid. This was seen as 
inappropriate and, as a result of the 2010 Federal Budget, the Act has been amended to 
preclude this. Effective March 4, 2010, where the section 7 benefit arises otherwise than 
under section 7(1)(a) (i.e., as a consequence of the issue or sale of shares), the section 
110(1)(d) deduction will be available only where the qualifying person agrees that neither it 
nor any person with whom it does not deal at arm's length will deduct, in computing income 
for a taxation year, any amount, other than a designated amount,2° in respect of a payment 
to or for the benefit of the employee in consideration of the employee's transfer or 
disposition of rights under the employee stock option or CCPC option: see section 110(1.1). 


Section 110(1.1) is not limited to a payment made by the issuer of the option or the person to 
whom the option is disposed of. Nor does it require that the payment be made to the 
employee. Thus, for example, a payment made to a particular employee by his or her 


employer in consideration of the employee disposing of his or her options, granted by the 
employer, to the employer's parent corporation, would be encompassed by the rule. 
Similarly, a payment by the subsidiary to its parent to reimburse the parent for payments it 
made to subsidiary employees who surrendered options to the parent would presumably be 
considered to be made for the benefit of the employees and encompassed within the 
provision. In determining whether a particular person making a payment to or for the 
benefit of an employee deals at arm's length with the qualifying person that has granted the 
option, section 251(5)(b) rights will be taken into account, rather than ignored. 


As a result of these rules, where the employer or the qualifying person who is party to the 
employee stock option desires to deduct cash amounts paid in consideration for surrender or 
other cancellation of the options, the recipients will not be entitled to the section 110(1)(d) 
deduction. In other words, regardless of the circumstances, a deduction may be available to 
the payer or to the employee, but not to both. Of course, it may also be true that neither the 
payer nor the employee is entitled to a deduction. 


The provisions of section 110(1.1) contemplate that the election is made separately for each 
employee rather than, for example, with respect to all employee stock options issued under a 
particular stock option plan or with respect to all employee stock options granted or 
exercised on a particular day. Thus, a qualifying person which might agree generally to 
forego the deduction so that its employees may take the section 110(1)(d) deduction might 
choose not to forego it in respect of those employees who do not qualify for the section 
110(1)(d) deduction22 or who are not taxable in Canada and therefore do not need the 


section 110(1)(d) deduction.28 


The corporation's agreement to forego the deduction is made by electing in a prescribed 
form filed with the CRA and by providing evidence thereof to the employee. Both of these 
requirements are satisfied where the employee's T4 indicates that he or she is entitled to the 


paragraph 110(1)(d) deduction.22 


While it seems to be accepted that amounts paid to employees who exercise a cash 
surrender right in the ordinary course would be deductible by the employer if no election 
under section 110(1.1) is made, regardless of whether such an election is made, amounts 
paid to employees who surrender their options in the context of extraordinary transactions 


may be considered on account of capital and so not deductible.102 


FOOTNOTES 


24 oF course, other provisions of the Act are relevant to determining whether the amount is 
deductible in the circumstances (for example, ss. 18(1)(b), 9 and 67). 


see note 39. 


Bee §13.2.5(a) and s. 110(1.2). Designated amounts are payments made to arm's length persons, 
other than employees or persons not dealing at arm's length with employees, in connection with 
arrangements for managing financial risk associated with any increase in value of the shares 
underlying the employee stock option. 


97 For example, because the shares underlying the option are not prescribed shares at the time the 


option is exercised. 


98 For example, directors not resident in Canada and who perform all of their duties outside 
Canada (see ss. 2(3)(a) and 115(2)) or who are exempt from Canadian tax on employment 
income under a tax treaty. 


29 cee CRA Guide T4130. 


100 Kaiser Petroleum Ltd. v. R., 1990 CarswellNat 370, (sub nom. Kaiser Petroleum Ltd. v. Canada) 
[1990] 2 C.T.C. 439, (sub nom. R. v. Kaiser Petroleum Ltd.) 90 D.T.C. 6603 (Fed. C.A.) and 
Imperial Tobacco Canada Ltd. v._ R., 2010 TCC 648, 2010 CarswellNat 4894, 2010 CarswellNat 
9700, 2011 D.T.C. 1037 (Eng.) (T-C.C. [General Procedure]), affirmed 2011 CarswellNat 4698, 
2011 CarswellNat 5678, [2012] 2 C.T.C. 128, 2012 D.T.C. 5003 (Eng.) (FC.A,), 
application/notice of appeal 2012 CarswellNat 113 (S.C.C.), leave to appeal refused 2012 
CarswellNat 1579, 2012 CarswellNat 1580 (S.C.C.). See also Imperial Tobacco Canada Ltd. v. 
R., 2007 CarswellNat 6580, 2007 CarswellNat 3961, [2008] 1 C.T.C. 2488, (sub nom. Shoppers 
Drug Mart Ltd. v. R.) 2008 D.T.C. 2043 (Eng.) (T.C.C. [General Procedure]) (hereinafter 
Shoppers Drug Mart Limited). See §13.4.2 below for a discussion of these issues. 
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13.3.2 Withholding Obligations 


Any benefit realized by a taxpayer (typically the employee) under section 7, whether on the 
exercise or disposition of an employee stock option, or the disposition of a share acquired on 
exercise of a CCPC stock option, is included in the taxpayer's income from employment and 
thus constitutes "salary or wages" as defined in section 248(1). Pursuant to section 153(1) 
(a), every person paying, at any time in a taxation year, salary, wages or other remuneration 
must deduct or withhold from the payment the amount prescribed by regulation and remit 
that amount to the Receiver General on account of the taxpayer's tax liability for the year. 


Where a cash surrender right attaching to an employee stock option or CCPC option is 
exercised or such an option is disposed of for cash, there is a cash payment from which 
withholding may be effected. However, where an option is exercised and shares are issued, 
there is no cash payment. 


Prior to the 2010 Federal Budget, CRA administered the section 153(1)(a) on the basis that, 
if there was no cash remuneration paid, withholding was not required. Even where some 
cash remuneration was paid (for example, in the form of salary or bonus), CRA did not 
require withholding in respect of section 7 benefits arising on exercise of options if 
withholding from the cash would impose a significant hardship on the employee. Stock 
option benefits could represent significant amounts relative to cash remuneration and 
requiring withholding from cash remuneration could, in effect, leave the employee with no 
cash. 


Sections 153(1.01) and (1.31) were introduced to the Act, effective in 2011.22 Section 
153(1.01) specifies that any amount deemed received by a taxpayer as a benefit under or 
because of any of sections 7(1)(a) to (d.1) is remuneration paid as a bonus for the purposes 
of section 153(1)(a).422 In computing the amount of remuneration for withholding purposes, 
the section 7 benefit may be reduced by the amount, if any, deductible by the employee 
under section 110(1)(d) in respect of such benefit (see §13.2.5(a)). Any portion of the section 
7 benefit in respect of a CCPC option that is not recognized until the share is sold (see 
§13.2.2) is also deducted in computing the amount subject to withholding (presumably 
because of the deferred recognition of the benefit) 123 


Moreover, any amount determined under section 110(2.1)(b), and deducted by the employee 
under section 110(1)(d.01),104 may also be deducted in computing the amount subject to 
withholding. Section 110(1)(d.01) provides a deduction for a donation of certain securities 
acquired under an employee stock option to a qualified done.125 Section 110(2.1)(b) extends 
that deduction to circumstances where the employee directs a broker appointed or approved 


by the issuer of the employee stock option (or by another qualifying person) to immediately 
sell the securities and pay all or a portion of the proceeds from the sale to a qualified donee. 
See §13.2.5(c). 


Under section 153(1.1), the minister may reduce the amount to be withheld from a payment 
where satisfied that the withholding would cause undue hardship. Section 153(1.31) 
expressly prohibits the minister from exercising this right in respect of a benefit under 
section 7(1) solely because the benefit is a non-cash benefit.12© Any reduction under section 
153(1.1) must be premised on some other undue hardship. 


Thus, withholding by the employer is now mandated. However, while there are penalties for 
failure to withhold and remit as required, the Act does not specify how withholding is to be 
managed. That must be determined by the person with the obligation to withhold. A number 
of different approaches to satisfying this obligation may be pursued. For example, the stock 
option plan or agreement may stipulate that the exercising employee must tender both the 
exercise price for the option and cash necessary to fund the withholding tax on the resulting 
section 7 benefit. Alternatively, the employer may be directed to withhold a portion of the 
shares deliverable on exercise of the option and sell them on the employee's behalf in order 
to satisfy the withholding obligation. Depending on the required withholding, the obligation 
may be satisfied by withholding from other amounts due to the employee (e.g., bonuses or 
regular salary, although only the net amount available, after any withholding associated with 
the payment itself, may be used to satisfy withholding in respect of a section 7 benefit). 
Indeed, it would not be unusual for a particular stock option plan to provide for all of the 
above alternatives, with the alternative selected in the particular circumstances determined 
by the employee and employer, with a default position likely a withholding of shares for sale 
on behalf of the employee. 


FOOTNOTES 


101 Except that s. 153(1.01) does not apply to s. 7 benefits arising from options granted before 
2011 to a taxpayer under an agreement to sell or issue securities that was entered into in 
writing before 4pm EST on March 4, 2010 and that included, at that time, a written condition 
prohibiting the taxpayer from disposing of securities acquired under that agreement for a 
period of time after exercise. 


102 Bonuses are subject to withholding: see ss. 102 and 103 of the Regulations. 


103 Because no withholding is required in respect of such a benefit, the amount of remuneration 
subject to withholding is not reduced by any deduction under s. 110(1)(d.1). See§13.2.5(b). 


104.560§13.2.5(c). 


105 Oualified donee is defined in s. 149.1(1) and includes the Crown, registered charities, and 
similar institutions. 


L06-This provision is effective 2011, and does not include the transition period exception described 
in supra note 101. Thus it is not clear whether a s. 7 benefit that is exempt from s. 153(1.01) 
nonetheless requires withholding because the undue hardship exception is not available, the 
basis on which it is generally understood that, prior to the 2010 Federal Budget, the CRA 
permitted withholding to be excused. 
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13.4 Employee Stock Options in the Context of Extraordinary Transactions 


In many circumstances it is necessary to reorganize or exchange options that have 
previously been granted in order to accommodate changes in circumstances. For example, if 
a public corporation that has issued employee stock options to its employees is the subject of 
a takeover bid under which its shareholders exchange their shares for those of the bidder, it 
may be appropriate to exchange the options to acquire shares of the public corporation for 
options to acquire shares of the bidder. In other circumstances, such as where the bidder is a 
private company paying cash for shares of the public corporation, it may be desirable to 


simply cash out the options or to allow the option holders to exercise them!2Z and tender to 


the bid. In other circumstances it may be desirable to reprice options that were previously 
granted because of significant changes in circumstances. The tax consequences of any of 
these transactions or events will depend on the nature of the changes, if any, to the options 
and whether certain relieving provisions are available. 


As noted above, restrictions placed on the corporation regarding its right to pay dividends, 
which might be contained in a support agreement or an arrangement agreement entered 
into in connection with an acquisition, may be considered to be agreements in respect of 
shares and, if so, the shares may lose their prescribed share status once such an agreement 
is entered into. A more prudent approach, to addressing the acquiror's objective in ensuring 
that the price offered is not, in effect, increased by the target paying a dividend before the 
offer expires, may be to specify in such agreement that, while dividends are not precluded, 


any dividends paid before closing will reduce the price payable for the shares.198 


FOOTNOTES 


107 sometimes this requires vesting of the options to be accelerated. In some cases, options are 
amended to provide cashless exercise or loans are made to employees to allow them to 
exercise the options and tender to the bid, with loan repayment funded from the proceeds of 
the sale of shares to the bidder. 


108 se¢ supra note 46 regarding a potential exception for regularly scheduled ordinary course 
dividends. 
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13.4.1 Exchanging Employee Stock Options: Section 7(1.4) 


The conditions in section 7(1.4) are virtually identical to those section 7(1.5), except that 
section 7(1.4) applies to exchanges of options rather than exchanges of shares. In general 
terms, section 7(1.4) permits the holder of an employee stock option (the exchanged option) 
to acquire particular shares of a qualifying person (the old securities) to be exchanged for 
another option to acquire shares (the new option) without any immediate tax consequences 
to the employee under section 7, provided certain conditions are satisfied. 


First, the only consideration the employee may receive in respect of the exchanged option is 
the new option. This condition may be satisfied where an option to acquire shares of a 
particular corporation is exchanged for more than one new option provided each new option 


qualifies.122 


Second, the new option must be issued by a "designated person" and must be an option to 
acquire shares or mutual fund trust units (the new securities) of the designated person ora 
qualifying person with which the designated person does not deal at arm's length. 


A person will be a designated person only if that person is: 
(i) the person who issued the exchanged option (the option granter); 


(ii) a qualifying person with which the option granter does not deal at arm's length 
immediately after the exchange; 


(iii) a corporation formed on the amalgamation of the option granter and one or 
more other corporations; 


(iv) a mutual fund trust to which the option granter has transferred property in 
circumstances to which 132.2(1) applied; 


(v) a qualifying person with which the amalgamated corporation referred to (iii) does 
not deal at arm's length immediately after the exchange; or 


(vi) if the exchange occurred before 2013 and the old securities were equity in a 
SIFT wind-up entity that was at the time of the exchange a mutual fund trust, a SIFT 


wind-up corporation in respect of the SIFT wind-up entity.1.2 


Third, the difference between the fair market value of the new securities that would be 
acquired on exercise of the new option and the option exercise price for the new option (that 
difference being referred to as the "in-the-money amount") immediately after the exchange 


cannot exceed the in-the-money amount of the exchanged option immediately before the 
exchange. 


This condition does not require that the number of securities that are the subject of the 
exchanged option and the number that are the subject of the new option be the same. 
Moreover, the total exercise price under the exchanged option and the total exercise price 
under new option need not be the same. The only relevant measurement is the in-the-money 
amount. Thus, an option to acquire 100 shares at $3.00 per share (or $300 in total) could be 
exchanged for an option to acquire 150 shares at $1.00 per share (or $150 in total) or for an 
option to acquire 50 shares at $8.00 per share (or $400 in total) depending on the 
circumstances. All that is required to satisfy the third condition is that the in-the-money 
amount of the new option immediately after the exchange be no greater than the in-the- 
money amount of the exchanged option immediately before the exchange. So, if the 100 
shares had a value of $1,000 immediately before the exchange, the in-the-money amount of 
the exchanged option at that time is $700. Thus, if the new option permits the holder to 
acquire 150 shares at $1.00 per share, the shares issuable under the new option must not 
have a value in excess of $5.66 each immediately after the exchange. If the new option 
permits the holder to acquire 50 shares at $8.00 per share, the shares issuable under the 


new option must have a value of no greater than $22 each immediately after the 


exchange.4!! However, typically the total exercise price under the new option remains the 


same and the number of shares issuable under the new option is adjusted as necessary to 
meet the third condition. 


It is not unusual for the terms of the exchange to specify that where the number of shares 
that are the subject of the option and the price per share are adjusted, the exercise price per 
share under the new option will be rounded up and the number of shares issuable under the 
new option will be rounded down, in an effort to ensure the in-the-money condition is 
satisfied. For example, assume the corporation (target) that issued the option to acquire 100 
shares at $3.00 per share was the subject of a takeover whereby each of its shares was to be 
exchanged for .67 of a common share of another public corporation (bidder). If target's 
options are to be replaced by bidder's options, the exchange would, typically, be framed such 
that each holder of target options would exchange them for options to acquire .67 of a bidder 
share per target share at an exercise price equal to the target option exercise price divided 
by .67, subject to the limitation that where those calculations would result in (a) a fraction of 
a share, the number of shares issuable under the bidder option will be rounded down to the 
nearest whole number of shares and (b) an exercise price that includes a fraction of a cent, 
the exercise price per share will be rounded up to the next cent. Thus, the target option 
holder with an option to acquire 100 target shares at $3.00 per share would acquire options 
to acquire 67 bidder shares at an exercise price of $4.48 per share!/2 (or $300.16 in total). A 
target option holder with, an option to acquire 45 shares at an exercise price of $3.06 per 


share (or $137.70 in total) would acquire options to acquire 30 bidder shares!23 at an 


exercise price of $4.57 per shareLl4 (or $137.10 in totalis), Moreover, the agreement 
governing the exchange may specify that the exchange is intended to be governed by section 
7(1.4) and that if it is subsequently determined that the in-the-money value of the exchanged 
option immediately before the exchange is less than the in-the-money value of the new 
option immediately after the exchange, the terms of the exchange will be adjusted so that 
such in-the-money value of the exchanged option is greater than or equal to such in-the- 


money value of the new option.1!& 


Other significant terms of the options may be varied without affecting satisfaction of the 
conditions of section 7(1.4). Thus, for example, the old options and the new options may 
have different vesting conditions; one might provide holders with cash surrender rights and 
the other might not; options to acquire common shares might be exchanged for options to 
acquire non-voting shares or preferred shares. Changes of that nature have no effect on 
whether the conditions of section 7(1.4) are satisfied. However, the nature of the shares that 
are the subject of the new option and the terms and conditions of the new or other related 
agreements may affect the status of the share issuable thereunder as a prescribed share, 
and thus availability of the section 110(1)(d) or 110(1)(d.01) deduction when that new option 
is later exercised: see §13.2.5. 


If the conditions of section 7(1.4) are not satisfied with respect to an option exchange, 
section 7(1)(b)412 may apply, on the basis that the employee has disposed of the old option in 
exchange for the new option. The resulting benefit under paragraph 7(1)(b) would 
presumably be the value of the new option (and any other consideration received) at the 
time of the exchange.148 That value would presumably take into account the terms of the 
new option (including, for example, vesting, exercise price, conditions of exercise, and 
term). However, in that case, the CRA has suggested that the new option should be 
considered to have been acquired by the holder at a cost equal to the taxable benefit realized 
on the disposition of the old option,1/2 such that the benefit realized on exercise of the new 
option will be reduced by such cost. 


FOOTNOTES 


109 S66, for example, CRA Document 2010-0380621R3, Income Tax Ruling, dated May 12, 2011. 


110, SIFT wind-up entity is defined in s. 248(1) and includes specified investment flow-through 
trust, or SIFT trust (defined in s. 122.1). A SIFT trust is taxed like a corporation. These rules 
were introduced effective October 31, 2006 in an effort to stop the proliferation of income 
trusts and income funds. Existing mutual funds were exempt from the rules until January 1, 
2011. Provisions were introduced to permit a SIFT trust to convert to a corporation without tax 
consequences to unit holders. These conversions contemplate that holders of trust units will 
acquire shares of a SIFT wind-up corporation in exchange for their trust units. 


111 that is, 150 ($5.66-$1.00) = $699 which is less than $700. (At $5.67, the test would not be 
met.) Similarly, 50 ($22-$8) =$700. 


11263 00/.67 = $4.47761194. 


11345 x 67 = 30.15. 


11463 06/.67 = $4.56716418. 


115 while this total is less than the total exercise price payable under the target option by $0.60, 
the optionholder also has given up the option with respect to .15 of a bidder share for which 
the option holder would have had to pay $0.6675 (.15 x $4.57). Thus, the in-the-money value 
test should be met. 


116 this could be done by further increasing the exercise price per share or reducing the number 
of shares that may be acquired under the new option, or both. 


1176, presumably, s. 7(1)(b.1) where the requisite non-arm's length condition is satisfied. See 
§13.2.3. 


118 sections 7(1)(b) and (b.1) refer to the "value of the consideration". See supra note 6. 


119s¢¢ CRA Document 2015-0570801E5 dated May 7, 2015. 
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(a) Use of Exchanges under Section 7(1.4) 


Section 7(1.4) applies in a broad range of circumstances and is of critical importance in the 
context of extraordinary transactions. The scope of those transactions for which section 
7(1.4) provides relief is defined largely by the definition of designated person. 


An employee stock option of a particular corporation may be exchanged for new options of 
that same corporation. This may be desirable to accommodate a reorganization of the 
corporation's capital. Thus, if the common shares of a corporation are being reorganized 
into two classes of shares, for example, Class A non-participating voting shares and non- 
voting common shares, existing options to acquire common shares may be exchanged for 
options to acquire Class A voting shares and non-voting common shares. This provision is 
relevant in the context of divisive reorganizations, governed by section 55(3)(b). See §8.4. 


Typically, options to acquire shares of the distributing corporation are exchanged for a 
combination of options to acquire shares of the distributing corporation and options to 
acquire shares of the transferee corporation(s) so that following the reorganization the 


option holder continues to participate in the equity of all of the resulting corporations.122 


See §8.4.1(a) 


However, other approaches may be taken as well. For example, where a particular 
subsidiary is the subject of the distribution (i.e., in a spin-off butterfly), existing options to 
acquire shares of the distributing corporation held by employees of that subsidiary may be 
exchanged solely for new options to acquire shares of the transferee corporation to which 
that subsidiary is distributed, while employees who remain with the distributing corporation 
or its non-distributed subsidiaries exchange their existing options for new options to acquire 
shares of the distributing corporation, amended as necessary to reflect the distribution of 
the particular subsidiary.121 

Paragraph (ii) of the definition of designated person requires that the grantor of the new 
option, if other than the issuer of the exchanged option, not deal at arm's length with the 
issuer of the new option immediately after the exchange. This accommodates, for example, 
an exchange of options of a particular corporation for options to acquire shares of another 
corporation that acquires the first. In such a case, the two corporations would be expected to 
continue to not deal at arm's length following the exchange, because the particular 
corporation would be a subsidiary of the other. However, the provision only requires that the 
non-arm's length relationship exist immediately after the exchange. Accordingly, in the 
context of spin-off butterfly reorganizations, this rule may be relied on notwithstanding that 


the transferee corporation will, once the reorganization is complete, deal at arm's length 
with the distributing corporation. 


Paragraph (iii) of the definition, which applies to amalgamations, does not require any 
previous relationship between the amalgamating corporations. Thus, if ACo, BCo and CCo, 
each of which deals with the others at arm's length, amalgamate to form Amalco, options to 
acquire Amalcos shares may be substituted for options of each of the predecessors, without 
immediate tax consequences, in reliance on section 7(1.4) provided its conditions are met in 
each case. Where the new options are issued by another corporation as a consequence of the 
amalgamation (e.g. a parent of the amalgamated corporation), that other corporation must 
not be dealing at arm's length with the amalgamated corporation immediately after the 
exchange, but need not have any particular relationship with any particular predecessor. 


FOOTNOTES 


120k, example, see CRA Rulings 2009-0338731R3 (spin-off butterfly), dated December 13, 2009, 
2014-0558831R3 (spin-off butterfly), dated 2015, and 2007-0243901R3 (split-up butterfly), 
dated February 20, 2008. Although the latter does not have a s. 7(1.4) ruling, the option 
exchange described in the ruling is consistent with s. 7(1.4). 


121 For an example of this approach, see CRA Ruling 2004-0098931R3, dated May 11, 2005. See 
also CRA Ruling 2001-0066303, dated October 17, 2001 where all options remained 
obligations of the distributing corporation but the exercise price thereunder was reduced to 
reflect the distribution of assets. 


2019 Thomson Reuters Canada Limited 
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(b) Interaction Between Section 7(1.4) and Section 110(1)(d) Deduction in 
Computing Taxable Income 


Where there has been an exchange of options that qualifies under section 7(1.4), the 
Exercise Price Test for purposes of the deduction under section 110(1)(d) (see §13.2.5(a)) is 
applied by comparing the exercise price under the original option (typically, but not always, 
the exchanged option) to the fair market value of the share that was the subject of the 


original option at the date the original option was granted.122 To illustrate, consider the 
following example. 


Example 13.5 


Assume that, in the context of (and contemporaneously with the closing of) a takeover of Target by Pubco 
at a price of $15 per Target share, Employee Sammi's option to acquire 100 Target shares at an exercise 
price of $3 per share is exchanged for an option to acquire 75 Pubco shares at an exercise price of $10 
per share. At the time the exchange occurs, Pubco shares are trading at $26 each. The in-the-money 
amount of the Target option is $1,200 (being 100 x ($15-$3)) and the in-the-money amount of the Pubco 
option is $1,200 (being 75 x ($26-$10)). Therefore, section 7(1.4) would apply to the exchange. For 
purposes of determining whether the Exercise Price Test in section 110(1)(d) is satisfied in respect of a 
future exercise of the Pubco option by Sammi, it is not relevant that, at the time the Pubco option is 
granted, the exercise price thereunder ($10) is less than the fair market value of a Pubco share at that 
time ($26). What is critical is that, at the date the Target option was granted, the fair market value of a 
Target share was not more than the original exercise price of $3.00.123 


Section 7(1.4) may apply to a number of successive option exchanges that occur over time. 
For example, assume that two years following Pubco's acquisition of Target, Pubco 
amalgamates with Otherco (to form Amalco) at a time when Pubco shares have a fair market 
value of $30 each. On the amalgamation, Pubco common shareholders receive two Amalco 
common shares for every three Pubco common shares held immediately before the 
amalgamation. Immediately after the amalgamation, an Amalco common share has a fair 
market value of $45. Contemporaneously with the amalgamation, Sammi's Pubco option is 
exchanged for an option to acquire 50 Amalco common shares at $15 per share. This 
exchange should qualify for section 7(1.4) because the in-the-money amount of the Pubco 
option is $1,500 (being 75 x ($30 - $10)) and the in-the-money amount of the Amalco option 
is $1,500 (being 50 x ($45 - $15)). Again, for purposes of determining whether the Exercise 
Price Test in section 110(1)(d) is satisfied in respect of a future exercise of the Amalco 
option, what is relevant is not the relationship between the exercise price thereunder and 
the fair market value of an Amalco share, or the relationship between exercise price under 


the Pubco option and the fair market value of a Pubco share at the time it was issued in 
exchange for the Target option, but that, at the date the original option (the Target option) 
was granted, the fair market value of a Target share was not more than the exercise price 
under the Target option. 


FOOTNOTES 


1227 is also relevant that there have been no changes to the option exercise price under the new 
option since the exchange: see s. 110(1)(d)(iii)(A). This is subject to ss. 110(1.5) and (1.6) 
discussed at §13.4.4. 


123. noted in the immediately preceding note, it also will be relevant that the $10 exercise price 
for the Pubco option is not subsequently reduced by an amendment to that option. 
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(c) Exchange of Employee Stock Options: 
Issuer Considerations 


The provisions that address the requirements and consequences of the exchange of 
employee stock options are drafted entirely from the perspective of the holder of the option. 
Nothing in the Act addresses the proper treatment of the exchange from the point of view of 
the issuer of the exchanged option or the issuer of the new option. While section 7(3)(b) 
applies to both, it has no special effect by virtue of the option exchange. 


Rulings granted by CRA in respect of butterfly reorganizations in recent years have included 
a statement that part of the consideration for the distributing corporation's transfer of 
assets to the transferee corporation includes the transferee corporation's obligation to issue 
transferee corporation options to holders of distributing corporation employee stock 
options.124 However, this practice has not been universal,122 and it is not evident why this 
approach is applied in this context but not in the context of other extraordinary transactions. 


FOOTNOTES 


12466, for example, CRA Ruling 2010-0380621R3, dated May 11, 2011 at paragraph 29; 2012- 
0460811R3, dated 2012, at paragraphs 28 and 33, and 2014-0558831R3, dated 2015, at 
paragraphs 67 and 73. 


125 Se¢, for example, CRA Ruling 2004-0082691R3, dated September 22, 2004. This ruling 
involved a rollover of assets from the distributing corporation to a subsidiary followed by a 
distribution of the subsidiary shares. Holders of employee stock options issued by the 
distributing corporation exchanged them for employee stock options issued by the subsidiary. 
However, the issuance of those options did not expressly constitute consideration for the asset 
transfer. Similarly, see CRA Ruling 2006-0918411R3, dated February 28, 2007, where the 
distributing corporation had issued both warrants and employee stock options. The 
consideration for the transfer of the distributed assets to the transferee corporation was 
expressed to include the obligation of the transferee corporation to issue shares to holders of 
distributing corporation warrants when they exercised those warrants but not the obligation to 


issue employee stock options to holders of distributing corporation, although that did occur. 
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13.4.2 Eliminating Options in the Context of a Cash Takeover Bid, Going Private 
Transaction, or other Significant Reorganization 


In some circumstances it is desirable that employee stock options granted by a corporation 
with publicly-listed shares be terminated prior to or contemporaneously with the closing of a 
transaction rather than exchanged for options to acquire shares of another corporation. For 
example, the new shareholder may be a private corporation that is not prepared to grant 
options on its shares or, although the new shareholder is a public corporation, simply 
chooses not to extend that offer. The terms of the employee stock option plan and the means 
by which the particular objective is achieved may affect the tax consequences to both the 
option holder and the issuer of the option. 


As one approach to eliminating options, some corporations have accelerated vesting of 
options to permit the holders to exercise them and participate in the transaction as 
shareholders. Sometimes option plans have been amended to provide the holder with a right 
to surrender the option for cash equal to the in-the-money value rather than exercise it, with 
the expectation that they will be surrendered for cash and thereby eliminated. In other 
circumstances changes of this nature may not be necessary. Many employee stock option 
plans provide for cash surrender on any exercise of the option and/or for automatic vesting 
of options on an acquisition of control. Acceleration of vesting and the addition or existence 
of cash surrender rights will not force option holders to exercise, of course, but permit, and 
perhaps encourage, them to do so. In other cases, the surrender of options may have to be 
negotiated or be included as a step in a plan of arrangement, which may possibly require a 
vote of the option holders. The terms of the existing stock option plan, the nature of the 
transaction undertaken, and the nature of the amendments, if any, made to the plan and the 
employee stock options themselves may all be significant factors in determining the tax 
consequences to the option holder and issuer or employer. 
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(a) Accommodating Exercise of Options 


In the context of an acquisition of all of the shares of a particular corporation, the acquiror 
may want all outstanding options to be exercised prior to, or contemporaneously with, the 
acquisition. From the perspective of the option holder, he or she will want to be satisfied that 
the shares issuable on exercise of the option retain their status as prescribed shares at the 
time the option is exercised. On the other hand, the option holder may be reluctant to 
exercise the option unless he or she is relatively confident that the acquisition will proceed 
because he or she may need the cash from the sale of the shares acquired on exercise of the 
options to fund his or her exercise price (i.e., where he or she has borrowed to pay it) or the 


tax liability arising from the resulting section 7 benefit,12© or because of a concern that the 


shares will decline in value if the acquisition does not proceed, resulting in a capital loss that 
cannot be applied against the section 7 benefit. Achieving all of these objectives may require 
considerable care. 


Where a takeover bid or acquisition is made with the support of the target corporation or 
significant shareholders of the target corporation, agreements entered into between the 
target or its significant shareholders and the bidder may expressly address outstanding 
employee stock options including arrangements that might be made to encourage and assist 
target employees to exercise their options so that the shares thereby issued may be acquired 
by the bidder. These arrangements may include an obligation of the target or the bidder to 
lend funds to the holders of employee stock options, to enable them to pay the exercise 
price, on terms that include a direction that the loan (and withholding tax associated with 
the resulting benefit) be paid from the purchase price payable by the bidder for the shares. 
Alternatively, arrangements may be made to permit the employees to exercise the options on 
a cashless basis: that is, the outstanding employee stock options would be surrendered to 
the target in exchange for target shares with a value equal to the in-the-money value of the 
employee stock option. Unless the existing terms of the option agreement or plan provide for 
this method of exercise, it is not clear whether the resulting benefit is realized under section 
7(1)(a) or 7(1)(b). The better view appears to be that the benefit is realized under section 
7(1)(b) — that is, on the basis the employee stock option is disposed of for shares.12Z On that 
basis, the election under section 110(1.1) should be made so the employees are not 
precluded from taking the section 110(1)(d) deduction, assuming they otherwise qualify for 
it 


In all cases, the shares of the target should be issued to the optionees prior to the bidder 


acquiring shares under the bid or plan of arrangement if, in order to retain prescribed share 
status for the shares, it is necessary to rely on the bidder not being a specified person in 
relation to the target at the time the shares are issued. This is intended to preserve the 
target shares status as prescribed shares, if they otherwise qualify, at the time the option is 
exercised.122 


It would be typical to provide that cash necessary to fund the withholding tax will be 
withheld from the purchase price payable by the bidder to the optionees on sale of their 
shares. As a result, the optionees will want to delay exercise of their employee stock options 
until they are certain the bid is going to proceed. On the other hand, the shares issuable 
under the employee stock options should be issued before the other target shares are sold to 
the bidder. Accordingly, if the exercise of the option is to be conditional, it presumably 
should not be conditional on the bidder having acquired shares under the bid, but on some 


other event that precedes the acquisition, albeit perhaps by only a few moments.122 


FOOTNOTES 


126, discussed above, withholding must be made if the option is not a CCPC option. Depending 
on funding arrangements for that withholding tax, this may not be a significant issue. 


127CRA agrees with this view. See CRA Document 2015-0572381E5 dated August 3, 2016. 


128CRA has stated that in these circumstances the shares are not acquired under the option 
agreement and accordingly the condition in s. 110(1)9d)(i) is not satisfied. See CRA Document 
2015-0572381E5, ibid. Also see §13.3.1. 


129 See discussion at §13.2.5(a)(i). 


130That is, while the bidder has a right to acquire the shares that is described in s. 251(5)(b) but 
before it has acquired them and therefore is not yet a specified person. 
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(b) Surrender of Options for Cash 


As noted above, section 7(3)(b) only precludes a deduction by the issuer (or employer) for 
benefits associated with employee stock options where shares are issued or sold to the 
employee. Section 110(1)(d) does not require that shares be acquired, only that a section 7 
benefit be realized. Prior to the introduction of section 110(1.1), where an employee 
surrendered employee stock options for cash, CRA's longstanding policy had been to permit 
a corporation that paid the cash in consideration of the option surrender to deduct the 
payment while also permitting the employee to deduct one-half of the resulting benefit 
pursuant to section 110(1)(d).434 This was clearly advantageous for both the employee and 
the corporation: the corporation could deduct 100% of the payment, while the employee 
included only one-half of the payment in income. As a result, many option plans specifically 
permit employees to elect to surrender their options for cash equal to the "in-the-money 
value." While the introduction of section 110(1.1) in 2010 has precluded the employee and 
the employer from both taking a deduction, there are circumstances in which the deduction 
by a corporation may continue to be relevant. 


Surrenders of employee stock options for cash have also occurred where the stock option 
plan did not expressly provide for a cash surrender right. Where a public corporation 
becomes private, whether through an acquisition of its shares by a purchaser or a going 
private transaction, arrangements are commonly made to accelerate vesting of options and 
to induce or permit the employees to surrender their options for cash equal to their in-the- 
money value rather than exercise the options, acquire shares, and participate in the 
transaction as a shareholder. A resulting deduction could have significant value to the payer: 
if the options are exercised and shares sold, the amount paid to the former optionees would 
be reflected in the purchaser's cost of the shares whereas if the options are surrendered for 
cash, and the payment is deductible, the payer can enjoy, instead, a current deduction equal 
to the cash paid. The courts, however, have limited the payer's ability to deduct such 
payments where they are made in the context of extraordinary transactions. 


In Kaiser Petroleum Ltd. v. R.,132 the appellant offered to pay each employee who held a 
stock option the in-the-money value of the option if the employee agreed to surrender it. The 
offer was made in the context of a transaction in which the holder of more than 80% of the 
appellant's shares sold them to an arm's length purchaser. The sale agreement required that 
the offer be made and that any unvested options be amended so they became exercisable. 
The appellant sought to deduct the cash amounts paid to the employees, but was reassessed 
on the basis that the payment was on account of capital and so not deductible. The Federal 


Court of Appeal agreed with the minister. Notwithstanding that the original purpose of the 
stock option plan was to create an incentive for and to compensate employees, and 
notwithstanding that there was some evidence that compensation was one consideration 
pursued when the options were terminated, the Federal Court of Appeal found that "the 
compensation was made by means of a reshaping of the capital structure of the [appellant's] 
organization. This feature ... dominates the whole set of circumstances revealed by the 
evidence and constitutes the guiding element."!22 The payment was, therefore, properly 
treated as an outlay of capital and as such not deductible. 


This raised uncertainty about CRA's policy regarding the deductibility of cash payments and 
the availability of the section 110(1)(d) deduction where cash was paid on surrender of an 
option. However, subsequent to that decision, the CRA reiterated it: 


In our view, the result in Kaiser follows from the facts in that particular case and is not inconsistent with 
our position that payment by an employer of cash rather than shares pursuant to the terms of a stock 
option plan, in the absence of evidence to the contrary (e.g. the fact situation in Kaiser), will be a 
deductible expense to the employer.134 


Two features of this CRA statement are noteworthy: it suggests that the cash surrender must 
be provided under the terms of the stock option plan and that, in circumstances like those in 
Kaiser, the policy would not apply. But what are circumstances like Kaiser? Two cases 
coming out of a single corporate reorganization may shed some light on this question. 


In 1999, British American Tobacco plc (BAT) approached Imasco Limited (Imasco) to discuss 
a proposal under which BAT would acquire all of the Imasco common shares held by the 
public. Imasco had a stock option plan under which its employees, and employees of its 
subsidiaries (including Shoppers Drug Mart Limited (SDM)), had been granted options to 
acquire Imasco common shares. The terms of the plan provided that Imasco could choose 
from time to time to offer an employee the right to surrender an option for cash equal to the 
"in-the-money value," and Imasco had in fact done so on several occasions. However, 
following the commencement of discussions with BAT, Imasco amended its plan to provide 
all optionees with a cash surrender right. Approximately two months later, an agreement 
was entered into by BAT, British American Tobacco (Canada) Limited ("Pubco") and Imasco 
containing the basic terms on which Pubco would acquire all of the outstanding Imasco 
shares not already held by it, contemplating changes to Imasco's articles, and contemplating 
the sale of SDM's business. The agreement also expressly imposed on Imasco the obligation 
to encourage optionees to exercise or surrender their options and to accelerate vesting of 
outstanding unvested options. 


Both SDM employees and Imasco employees surrendered their options for cash,222 
resulting in Imasco paying $54,447,037 to SDM employees and $118,575,528 to its own 
employees. SDM irrevocably and unconditionally agreed to reimburse Imasco for the cash 
payments made to SDM employees "in consideration for the undertaking by Imasco Limited 
to fund the cash payments forthwith upon the surrender by such Employees ... of their 
Imasco stock options, which [SDM] acknowledges directly benefit [SDM's] business."136 In 
computing income for tax purposes, SDM sought to deduct the payment it made to Imasco 
and Imasco sought to deduct the payments it made to its own employees. Both were 
reassessed on the basis that the amounts were not deductible. Both appealed the 
reassessments to the Tax Court of Canada but, while SDM's appeal was successful, Imasco's 


was not. 


In both cases, the Crown argued that the payments were made on account of capital and so 
were not deductible, relying principally on the Kaiser case. 


In the Shoppers Drug Mart appeal, Chief Justice Bowman started with the proposition that 
an ordinary course cash payment made to an employee for the surrender of an option is 
deductible because it is part of employee compensation and so a cost of doing business. 
Moreover, he stated that the fact that the payment was made in the context of a corporate 
reorganization of the employer's parent corporation did not cause the payment to become a 
capital payment. SDM was a separate legal entity whose business continued and was not 
reorganized. Accelerating the vesting of some options to facilitate the sale of Imasco shares 


to Pubco did not turn "what is patently a revenue expense into a capital expense."127 Chief 
Justice Bowman distinguished Kaiser on the basis that the payment considered in that case 
was a "once and for all payment which had a direct effect on the capital structure of the 
corporation," but "the rearrangement of the Imasco corporate structure did not impinge in 


any way on the corporate structure of SDM."128 While the Tax Court in Kaiser appeared to 
conclude the cancellation of the appellant's option plan was an advantage for the lasting 
benefit of the appellant, in Shoppers Drug Mart, Chief Justice Bowman could: 


. . not see how a payment made by SDM to Imasco to reimburse it for payments made to employees of 
SDM created or achieved anything of lasting benefit to SDM. The business of SDM went on as usual... . 
[Nlo lasting benefit of a capital nature was achieved by the payment. The fact that a subsidiary 
reimburses its parent for compensation paid to the subsidiary's employees does not turn the payment into 
a capital expenditure just because the parent company is in the midst of a corporate reorganization.132 


Three years later, the Imasco reassessment was considered by Justice Bowie of the Tax 


Court.+42 Imasco placed a great deal of weight on the Shoppers Drug Mart case. However, 
Justice Bowie observed that Chief Justice Bowman had distinguished Kaiser "solely on the 
basis that it was the capital structure of Imasco, not that of SDM, that was reshaped. That 


distinction does not apply [to Imasco], nor is there any other."!4! Justice Bowie did not 
accept that the payments were made in the normal course of administering the stock option 
plan, observing that to do so would require that the decisions to accelerate vesting and to 
amend the plan to formalize the cash surrender right be viewed in isolation from the going 
private transaction: "If compensation was an element of the decision to make the payments 


then nevertheless, as in Kaiser. . the reshaping of [Imasco's] capital structure 'dominate[d] 


the whole set of circumstances and constitute[d] the guiding element. . .'"!42 with the result 


the payments were on account of capital and not deductible. 


The Federal Court of Appeal upheld the decision of the Tax Court. Sharlow, J. A., who wrote 
the unanimous decision, agreed with Justice Bowie's analysis, stating: 


In my view, there are three factors that point to the conclusion that the payments in issue were on capital 
account. First, they coincided with a reorganization of the capital of Imasco (the going private transaction 
and amalgamation). Second, the arrangements put in place for making the payments facilitated and were 
intended to facilitate the capital reorganization. 


Third, the payments were intended to and did end all future obligations of Imasco to deal with its own 
shares, which can be described as a once and for all payment that resulted in a benefit to Imasco of an 
enduring nature. 


There are two factors that arguably could favour the position of Imasco. First, the employee stock option 
plan itself was entered into to provide a form of employee compensation and the plan had, at least since 
1995, contemplated periodic surrenders of options for cash, albeit at the option of Imasco. Second, the 
shares represented by the surrendered options represented only a small portion of the Imasco issued 
shares. 


Justice Bowie was clearly aware of these facts, and just as clearly he did not consider them to be of 
sufficient weight to overcome the factors that supported the conclusion that the payments in issue were 
outlays on account of capital. In finding as he did, Justice Bowie relied on Kaiser (cited above) which he 
found to be indistinguishable on its facts. The payments in issue in Kaiser were held to be on account of 
capital because their immediate result was to "eliminate extraneous shares or share possibilities", which 
was characterized as a form of capital restructuring. Imasco argues that Kaiser is distinguishable for a 
number of reasons. It is true that there are some factual differences. They are listed at paragraph 10 of 
Justice Bowie's reasons. However, he concluded that these were "distinctions without a difference". I 


agree with Justice Bowie that the facts are sufficiently similar to merit a similar outcome.143 


Moreover, Justice Sharlow expressed some doubt about whether she would have come to the 
same conclusion as Justice Bowman had in Shoppers Drug Mart Limited: 


Shoppers Drug Mart dealt with another aspect of the going private transaction considered in this case. It 
involved the deductibility of a payment made by Shoppers Drug Mart Limited ("SDM") to Imasco, then its 
parent corporation, as a reimbursement of payments made by Imasco upon the surrender by employees 
of SDM of stock options issued to them under the Imasco stock option plan. The decision of this Court in 
Kaiser. . . involving similar facts was distinguished on the basis that the payment by SDM involved no 
capital restructuring of SMN [sic] and no enduring benefit to SDM. That left only the premise quoted 
above, which led the judge to conclude that the payment was deductible as employee compensation. 


It is arguable that a payment made by a corporation on the surrender of an employee stock option is 
employee compensation, and therefore deductible by the corporation, if it is one of a number of like 
transactions undertaken as part of the day to day interaction of the corporation with its employees 
(perhaps by analogy to Johns-Manville). I doubt that I would have concluded that this fairly describes the 


payment in issue in the Shoppers Drug Mart case, but I need not express a final opinion on that point.144 


Thus, it appears that, pending any further cases like Shoppers Drug Mart Limited, which 
come to a different conclusion, the principle derived from the Kaiser, Shoppers Drug Mart, 
and Imperial Tobacco cases is that whether cash paid for the surrender of employee stock 
options is deductible is highly dependent on the circumstances. Amounts paid by a 


corporation whose capital structure is not being affected/42 may not be considered on 
account of capital even if paid in the context of an extraordinary transaction rather than in 


the ordinary course. Amounts paid by a corporation!“ in the context of an extraordinary 


transaction that does affect that corporation's capital will not be deductible if that 
transaction dominates the circumstances. That conclusion will be drawn if the extraordinary 
transaction is the impetus for accelerating, vesting, or adding a cash surrender right or if its 
terms require that steps be taken to eliminate the options. Where the option plan contains a 
cash surrender right which arose independent of the extraordinary transaction, and no 
amendment or accelerated vesting is required, payments made to employees who simply 
choose to surrender their options because of the extraordinary transaction may be seen as 
within CRA's administrative policy and so deductible notwithstanding the Kaiser and 
Imperial Tobacco cases, provided that the employee is not entitled to the deduction under 
section 110(1)(d) in respect of the resulting section 7 benefit. Where the employee is entitled 
to that deduction, section 110(1.2) precludes any deduction by a corporation, regardless of 
the circumstances. See §13.2.5(a). 


Presumably, in most circumstances employers will agree to forego the deduction of cash 
payments so that its employees may reduce the amount subject to tax by taking the section 
110(1)(d) deduction. Where that happens, the principles in the Kaiser Shoppers Drug Mart, 
and Imperial Tobacco cases will of course be irrelevant, since they look only to the 
deductibility of the payment to the payer. Nonetheless, those principles have continuing 
relevance in circumstances where the employer does not make the election and seeks to 
deduct cash payments. This may occur, for example, because the section 110(1)(d) 
deduction would not be available regardless of any decision by the corporation to forego a 
deduction. 


The section 110(1)(d) deduction is available only where the shares that are the subject of the 
option are, at the relevant time, prescribed shares. Where the option is surrendered for 
cash, the share that would have been issued had the option been exercised must be one that 
would qualify as a prescribed share at the time the option is surrendered. The status of a 
share as a prescribed share can be difficult to determine and may change from time to time. 
As noted previously, this status is dependent not only on the terms and conditions of the 
share contained in the corporation's articles or other constating documents, but also on the 
terms and conditions of any agreement in respect of the share whether entered into before, 
147 


after, or contemporaneously with the grant of the option.=+ 

Agreements that affect prescribed share status may be entered into in the context of an 
extraordinary transaction. For example, subject to limited exceptions, a share will not be a 
prescribed share at a particular time if the issuer, or a specified person in relation to the 
issuer, may reasonably be expected to acquire the share within two years of its issue. A 


person who does not deal at arm's length with the issuer is a specified person./48 Thus, if a 
majority shareholder of public corporation offers to purchase all the shares held by the 
public, the shares may not qualify as prescribed shares, in which case employees would be 
precluded from taking the paragraph 110(1)(d) deduction.!42 In such circumstances, the 
election is of no assistance and the corporation may seek to deduct cash payments it makes 
to employees who surrender options or to another person to reimburse it for such payments, 
subject to the judicial principles described above. 


Even where the bidder is not a specified person at the time the offer is made, care must be 
taken in the means by which the options are eliminated. For example, if options are to be 
exercised, the exercise should occur before the bidder becomes a specified person: i.e., 
before the protection for section 251(5)(b) rights is lost. Sometimes arrangements are made 
to lend employees the funds necessary to exercise the options prior to the date the bidder 
acquires the shares under the bid, with a direction that a portion of the proceeds payable on 
sale of the shares to the bidder be applied to repay the loan and to fund any required 
withholding tax. 


FOOTNOTES 


131This assumes, of course, that the conditions precedent to the s. 110(1)(d) deduction are 
satisfied. However, the fact the option is surrendered for cash does not, by itself, preclude the 
application of s. 110(1)(d). 


132 Cupra note 100. 
133 Tpid. at 6606 [D.T.C.]. 
134 c¢¢ CRA Technical Interpretation 2000-0048355 dated November 14, 2000. 


135 some also exercised the options, but in each case the number of options surrendered for cash 
was Significantly larger. 


136 see Shoppers Drug Mart Limited, supra note 100, at 2046 [D.T.C.]. 
137 pid, at 2048. 

138 Ipid, at 2049. 

139 pia, 

140 see Imperial Tobacco Canada Ltd., supra note 100. 

141 hid, at paragraph 14 [T.C.C.]. 

142 thi. at paragraph 11. 

148 supra, note 100 at paragraphs 29-31 [FCA]. 

144 thi, at paragraphs 27 and 28. 


145 bresumably whether paid directly to the employees or in reimbursement of the option granter 
who makes the payment to those employees, as in the Shopper's Drug Mart case. 


146wnhether to its own employees or to its subsidiaries' employees. 


147 See §13.2.5(a)(i) for a description of the prescribed share definition. 


148 specified person status is determined without reference to any rights described in s. 251(5)(b) 
that arise as a result of an offer by the person to acquire all or substantially all the shares of 


the corporation. However, a majority shareholder is related otherwise than because of a 
s.251(5)(b) right. 


149 Se¢ CRA Technical Interpretation 9720745, dated August 19, 1997. 
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(c) Cancellation of Options for No Consideration 


In some circumstances employee stock options may be cancelled rather than directly 
disposed of for consideration. For example, the terms of the option agreement or option plan 
may permit employee stock options that are not "in-the-money" or are not vested at the time 
of a transaction to be simply cancelled. 


Alternatively, the corporation may unilaterally take action to cancel the agreements, as was 


done in the circumstances considered in Buccini.422 In those circumstances, section 7(1.7) 
is relevant. It provides that, where a taxpayer receives an amount because the rights to 
acquire shares under an employee stock option cease to be exercisable in accordance with 
the terms of the option in circumstances that would not amount to a disposition or transfer 
of the rights, the taxpayer will be deemed to have disposed of the rights at the time payment 
is received, and to have received the payment in consideration for the disposition, for 
purposes of sections 7(1) and 110(1). If the compensation is paid over time, for example in 
two instalments, each portion thereof will be included in income at the time it is paid. 


FOOTNOTES 


150 cupra, note 20. 
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13.4.3 Repricing Options 


While section 7(1.4) is usually thought of in the context of reorganizations, mergers and 
acquisitions, its application is not so restricted. Section 7(1.4) permits an "out-of-the-money" 
option of a particular company to be disposed of in exchange for a new option of the same 
company that is neither "out-of-the-money" nor "in-the-money": that is, to effectively reprice 
the old option. Thus, if Pubco had granted options with an exercise price of $20 per share at 
a time when the fair market value of a Pubco share was $20 but, since that time, the fair 
market value of a Pubco share has fallen to $10, the incentive and other benefits of the 
option grants may be considered to have been largely lost. Under section 7(1.4), Pubco 
employees could dispose of their existing Pubco options for new Pubco options with an 
exercise price of $10 per share. The in-the-money amount test in section 7(1.4) would be met 
and the Exercise Price Test in section 110(1)(d) would be met in respect of a future exercise 
of the replacement option. 


However, section 7(1.4) requires a disposition of an old option in exchange for a new option. 
An amendment to the terms of an existing option that effects a reduction in the exercise 
price may not amount to a disposition of the option.1°! Thus, if the reduction in exercise 
price is effected by an amendment to an existing option that does not result in a disposition, 
section 7(1.4) would not apply and the section 110(1)(d) deduction would not be available on 
future exercise of the amended option. Notwithstanding that the amended exercise price is 
not less than the fair market value of the share at the time of the amendment, the amended 
exercise price would be less than the fair market value of the shares on the date on which 
the option was granted, the relevant date for purposes of the Exercise Price Test in section 
110(1)(d). 


Sections 110(1.7) and (1.8) address this problem.+52 If the exercise price under an employee 
stock option is reduced, and the conditions outlined in section 110(1.8) are satisfied, for 
purposes of determining eligibility for the deduction under section 110(1)(d) in respect of 
the future exercise of the amended option, the rights under the option before it is amended 
are deemed to have been disposed of immediately before the amendment in consideration 
for the rights under the amended option. Those latter rights are deemed to be acquired at 
the time of the amendment. 


Section 110(1)(d)(ii) addresses the situation where rights under an employee stock option 
are not acquired as a result of a disposition under section 7(1.4) and so would apply to a 
deemed acquisition of rights pursuant to section 110(1.7). As a result, the Exercise Price 
Test will be based on the fair market value of the shares at the time the agreement is made. 
Although section 110(1.7) specifies only that the rights are acquired at the time of the 


amendment to reduce the exercise price, and not expressly that that is also the time at which 
the agreement is to be considered made for purposes of section 110(1)(d)(ii), that conclusion 


is clearly intended.123 
The basic conditions in section 110(1.8) are that 


(i) the employee would not be entitled to the section 110(1)(d) deduction if the 
options were exercised immediately after the amendment of the option to reduce the 
exercise price and section 110 were read without reference to section 110(1.7); and 


(ii) the employee would be entitled to the section 110(1)(d) deduction if the 
employee disposed of the unamended option immediately before the amendment, 
acquired the amended option as consideration for the disposition, and acquired 
shares under the amended option immediately after the amendment. 


The stated purpose of these conditions is to "ensure that the provisions of [section] 110(1.7) 
apply only where an otherwise disqualifying reduction in the exercise price under an 
employee [stock] option could have been effected by way of an exchange of options without 
so disqualifying the employee".454 In other words, the intention is to ensure that the 
conditions in section 7(1.4) would apply were the option replaced rather than amended. 


However, section 110(1.8) does impose a condition that does not apply where an actual 
disposition of options occurs. 


To qualify for the section 110(1)(d) deduction in respect of the exercise of an option to 
acquire a share, the share must be a "prescribed share" only at the time the option is 
exercised. The fact that the share would not have been a prescribed share at the date the 
option is granted or at some other date prior to the exercise of the option is of no relevance. 
However, one condition of section 110(1.8) is that the share underlying the amended option 
must be a prescribed share immediately after the repricing amendment is made. If it is not, 
the employee would not be entitled to the section 110(1)(d) deduction were the employee to 
exercise the option immediately after the amendment, and thus the second condition in 
section 110(1.8) would not be satisfied. 


This prescribed share condition is not imposed where the repricing is effected by an 
exchange of options that qualifies as a disposition under section 7(1.4). That is, section 
110(1)(d) only requires that the prescribed share condition be satisfied at the time the 
option is exercised or disposed of in circumstances giving rise to the benefit. Because no 
section 7 benefit is realized in circumstances in which section 7(1.4) applies, no section 
110(1)(d) deduction need be considered at the time the section 7(1.4) exchange is 
effected!22 Accordingly, the additional condition under section 110(1.8) may make an 
exchange of options that is a disposition governed by section 7(1.4) a more desirable 
(although perhaps more cumbersome) alternative to effect a repricing of options. That is, 
where there is a choice as to whether to effect the repricing by a mere amendment of an 
existing option or a disposition of that option for a new option, the latter choice will be the 
prudent one in any circumstance where there is a risk that the share underlying the option is 
not a prescribed share at the time of the repricing. 


An amendment to the exercise price by itself may not constitute a disposition, which is a pre- 


condition to the application of section 7(1.4). In Amirault2° an amendment to a stock 
option changed the exercise price but otherwise ratified all of the terms of the option 
agreement. The original exercise price was less than the fair market value of the shares on 
the option grant date and consequently, absent the amendment, the employees would not 
have been entitled to the section 110(1)(d) deduction on exercise of the options. Were the 
amendment considered to result in a new option, the taxpayer would not have been eligible 
for the section 110(1)(d) deduction notwithstanding that the amendment had the effect of 
increasing the exercise price. The objective of the arrangement was to increase the exercise 
price to the fair market value of the share at the date the option was first granted but avoid 
the amendment being considered a disposition and the grant of a replacement option. 


CRA reassessed the taxpayer on the basis that the amendment resulted in a new agreement 
and, although the amended exercise price was at least equal to the fair market of the shares 
at the date the option was originally granted, it was less than fair market value of the shares 
at the date of the amendment, which CRA asserted was the date the new option was granted. 


Justice Rip determined that there was no intent to cancel or rescind the option but only to 
vary it and there was, therefore, no disposition. In coming to that determination Justice Rip 
stated: 


The determination of whether a subsequent agreement has effected a rescission, as opposed to a simple 
variation, of an earlier agreement depends upon the intention of the parties to be gathered from an 
examination of the subsequent agreement and from all the surrounding circumstances ... 


In the appeal at bar only one term of the option was varied by amending the agreement, the exercise 
price. A clause in a contract dealing with price is an important term of the contract. However did the 
amendment go to the very root of the option in that it represented a fundamental alteration to the option? 


The Federal Court of Appeal held that radical changes to share option agreements were inconsistent with 
the continuing existence of the agreements and represented new agreements: Wiebe et al. v. The 
Queen...157 


However, a simple price variation is not always a fundamental change to an agreement nor does it go to 
the very root of the agreement.... 


The letter [from the chairperson of the pension plan committee of Seabright sent to the taxpayer and 
apparently to other plan participants] set out the deficiency in the option and informed the appellant that 
Seabright was prepared to amend the option in order to remedy the problem, if the appellant wished to 
do so. It was for Amirault to decide whether to amend the option. The amending agreement amended the 
exercise price but otherwise ratified the terms of the option. In fact what transpired is that Seabright 
realized the option could cause an unnecessary tax cost to the appellant (and other participants in the 
plan), advised the appellant it was prepared to correct the problem by amending the option and the 
appellant agreed. 


In my view there was no intent to cancel or rescind the option but only to vary an otherwise important 
element of the agreement. The purpose of the plan was to grant certain employees the right to purchase 
shares in Seabright at a cost less than market value. The variance in the price was not fundamental to 
Seabright's consideration in continuing the option for the benefit of the appellant. The variance in the 
exercise price of the option was at the discretion of the appellant. The plan and option would continue for 
the benefit of appellant regardless of any alteration in the exercise price of the option. The change in 
exercise price could not therefore be said to be fundamental to the option as in Wiebe. In Wiebe the 
changes in the options altered radically the consideration to be paid by the taxpayers to exercise their 
rights; the corporation insisted on the changes and the taxpayers, if they wished to participate in the 
plan, had to accept the changes as required by the corporation. In the case at bar, Seabright suggested 


the change for the convenience of its employees in order to ensure the continuation of the plan; the 
appellant could accept or reject the suggestion and the plan and option would continue. The new exercise 
price did not add anything to the option which fundamentally changed the terms of the option as in 
Wiebe, supra. (Emphasis added)122 


Amirault appears to require two questions to be asked in determining whether an 
amendment of an option agreement results in a disposition: 


(a) does the "amendment" effect a fundamental change to the contract that goes to 
the root of the contract;122 


(b) did the parties intend to cancel or rescind the option. 


If either (or both) of those questions is answered affirmatively, Amirault suggests that a 
disposition should be considered to have occurred. There is some suggestion that CRA may 
have some doubt as to whether the cancellation of an old option and the grant of a new 
option constitutes a disposition of the cancelled option where the only difference between 


the two options is the exercise price.t®2 In numerous rulings it has been specifically 
represented to CRA that the proposed changes will be amendments (frequently made 
pursuant to express amendment powers) and do not constitute dispositions.161 

In Amirault, the change was described by the parties as an amendment and affected only one 
feature of the option, the exercise price. However, Amirault does not stand for the 
proposition that a change to the exercise price of an option can never result in a disposition. 
Justice Rip found that that was not the intention of the parties on the facts before him but 
seemed to concede that a price variation could constitute a fundamental change. 


In circumstances in which it is desirable to rely on section 7(1.4), rather than sections 
110(1.7) and (1.8), it will be necessary to ensure that there is in fact a disposition of the old 
option for a new option. That intention should be evident from the documents effecting the 
change. Presumably, therefore the old option should be expressly cancelled and a new 
option issued462 with the agreement of the relevant parties (and not merely pursuant to the 
power to amend contained in the old option or existing option plan). Additional changes to 
the new options may also be desirable (e.g., number of shares covered by the option or 
vesting requirements). 


FOOTNOTES 


151 se Amirault v. Minister of National Revenue, 1990 CarswellNat 301, [1990] 1 C.T.C. 2432, 90 
D.T.C. 1330 (T.C.C.). 


152-These provisions were announced in the 2000 Budget but enacted in 2013 effective for 
reductions after 1998. 


153 Se¢ the Example in the Technical Notes of July 16, 2010. 
154s¢¢ Technical Notes of July 16, 2010 accompanying draft legislation of the same date. 


155 although the condition in s. 110(1)(d)(i.1)(B) requires that the share be one that "would have 
been a prescribed share if it were issued or sold to the taxpayer at the time the taxpayer 
disposed of rights under the agreement," the agreement referred to is the employee stock 
option the exercise or disposition of which give rise to a s. 7 benefit in respect of which the 
s.110(1)(d) deduction is sought to be taken. If an employee stock option is acquired on the 
disposition of another employee stock option in circumstances in which s. 7(1.4) applies, there 
is no benefit under s. 7 realized as a result of the disposition of the latter option (and so no s. 
110(1)(d) deduction in respect of that disposition). Thus, the status of the share underlying the 
option as a prescribed share at the time of the disposition of that agreement is not relevant. 


156 supra, note 151. 
157 wiebe v_ R., 1987 CarswellNat 336, [1987] 1 C.T.C. 145, 87 D.T.C. 5068 (Fed. C.A.). . 


158 supra note 151 at page 1333-34 [D.T.C.]. In Wiebe, the taxpayer wanted the changes to the 
option to be characterized as a disposition of the old option in consideration for a new option. 
The changes made to the options included a requirement that an employee exercising an 
option provide a limited guarantee of the company's bank debt and execute an agreement 
permitting the shares to be repurchased by the company in certain circumstances. The Federal 
Court of Appeal expressed some doubt as to whether option agreements actually existed at the 
earlier date but in any event concluded that, if they did, "they were radically changed" and the 
new "conditions represent fundamental changes in any rights" the optionees had and 
"substantially affected the 'basic elements' of any earlier purported stock option agreement." 
See also General Electric Capital Equipment Finance Inc. v. R., 2001 CarswellNat 2915, 2001 
CarswellNat 5110, [2002] 1 C.T.C. 217, 2002 D.T.C. 6734 (Fed. C.A.), leave to appeal refused 
2002 CarswellNat 2539, 2002 CarswellNat 2540 (S.C.C.).See Interpretation Bulletin IT-448 
dated June 6, 1980 (Archived) for CRA's views on when a change in the terms of a security may 
result in a disposition 


159CRA appears to agree this is the relevant test. See paragraph 16 of Interpretation Bulletin IT- 
113R4, dated August 7, 1996 (Archived). 


160s¢¢ CRA Document 2001-0096795, dated March 6, 2002. CRA was not definitive on the issue 
but rather stated "the determination of whether a change to a particular stock option would 
constitute a disposition of rights is a question of fact that can only be determined after a 
thorough analysis and review of the relevant stock option and repricing agreements". 


161See, for example, CRA Document 2002-0167263, dated March 12, 2002 regarding 
amendments to debenture terms, and CRA Document 2002-0131133, dated June 12, 2002 
where an amendment was made to add a share appreciation right (SAR) to a stock option. 


162-That is, the old option agreement would be expressly stated to be cancelled and replaced with 
a new one rather than amended. 
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13.4.4 Stock Dividends, Subdivisions and Consolidations 


Subsequent to the grant of an employee stock option, the corporation, whose shares are the 
subject of the option, may undertake one or more transactions that affect both its capital 
structure and the fair market value of the shares that are the subject of the option. For 
example, where a corporation subdivides or consolidates shares of a particular class, the fair 
market value of each share may be expected to decrease or increase, respectively. Similarly, 
if a corporation pays a stock dividend, there is no effect on the value of the corporation's 
assets but the outstanding shares will be diluted and would be expected to decline in value. 


Typically, option plans will provide for adjustments to be made to the exercise price of stock 
options under these circumstances. Thus, if an employee is granted an option to acquire 100 
shares at $25 per share but, prior to the option being exercised, the shares are split on a 2:1 
basis, the option agreement would contemplate that, following the stock split, the employee 
would be entitled to acquire 200 shares at $12.50 per share. One of the prerequisites to the 
deduction under section 110(1)(d) is that the Exercise Price Test be met (i.e., the exercise 
price payable under the option is not less than the fair market value of the share at the time 
the option was granted). At the time the option described immediately above was granted, 
the shares had a fair market value in excess of $12.50 per share (i.e., likely $25 per share). 
Because the option was not exchanged for another option or amended — that is, the original 
option by its terms provided for the adjustment in the option exercise price consequent on 
the stock split — section 7(1.4) would not apply: see §13.4.1. Thus, absent a relieving rule, 
the employee would not be entitled to the section 110(1)(d) deduction simply because of the 
stock subdivision.192 

Sections 110(1.5) and (1.6) operate together to provide relief for "specified events". Section 
110(1.6) defines a specified event in the context of a share of a corporation as a subdivision 
or consolidation of shares of the corporation, a reorganization of the capital of the 
corporation, or a stock dividend of the corporation. 


Section 110(1.5)(b) provides that for the purposes of section 110(1)(d), the fair market value 
of a share at the time an option in respect of the share is granted shall be determined as if all 
specified events that occurred after the option was granted, and before the option is 
exercised or disposed of, occurred immediately before the option was granted. Thus, in the 
circumstances described above, the exercise price of the option following the specified event 
(the 2:1 stock split) would be compared to the fair market value of a share at the time the 
option was granted on the assumption the stock split occurred immediately before that time. 
Thus, the $25 actual fair market value on option grant date would be divided by 2, and 
compared to the $12.50 post-split exercise price. Thus, the Exercise Price Test would be 


satisfied. 


Where the option was acquired in a transaction to which section 7(1.4) applied, for purposes 
of determining whether the conditions of section 7(1.4) were satisfied on the disposition of 
the option for purposes of section 110(1)(d)(iii)(A), the amount payable under the original 
option is to be determined as if any specified events that occurred after the disposition of the 
option and before the replacement option is exercised or disposed of, occurred immediately 
before the option was disposed of: see section 110(1.5)(c). To illustrate, consider the 
following modification of Example 13.5. 


Example 13.6 


Assume that three years after the Target options are exchanged for Pubco options (to acquire 75 Pubco 
shares at an exercise price of $10 per share), Pubco consolidates its shares on a 2:3 basis: that is, for 
every three Pubco shares held pre-consolidation, a shareholder will hold 2 Pubco shares post- 
consolidation. Under the terms of the Pubco option plan, Sammi's option would be amended to permit 
Sammi to acquire 50 Pubco shares at $15 per share. Six months later Sammi exercises the option. 


In determining whether Sammi is entitled to the section 110(1)(d) deduction, the exercise 
price amount payable for each share under the Pubco option following the consolidation 
($15) cannot be less than the amount included in respect of the Pubco share under section 
7(1.4)(c)(ii) — that is, the exercise price to acquire a Pubco share under the option at the 
time of the exchange ($10). On its face, that test is met (and in the case of a consolidation 
will presumably inevitably be met). However, in determining whether it is met, section 
110(1.5)(c) requires that the consolidation be treated as having occurred immediately 
before the exchange of Pubco options for Target options, with the result that the $10 
exercise price under the Pubco option acquired three years earlier presumably is to be 
treated as if it were $15 (rather than $10) and as if it were an option to acquire 50 Pubco 
shares (rather than 75). Even in that hypothetical circumstance, the condition in section 
110(1)(d)(iii)(A) is satisfied so that, provided that all of the other conditions of section 110(1) 
(d) are met, that deduction will be available to Sammi. 


FOOTNOTES 


1631, the case of a subdivision, s. 110(1.7) discussed at §13.4.3 could provide relief because 
typically the exercise price would be reduced following a stock subdivision. However, it could 
not apply to a consolidation, where the exercise price would typically be increased. Moreover, 
s. 110(1.7) has the disadvantage of requiring the shares underlying the amended option to be 
prescribed shares immediately after the repricing. See §13.2.5(a)(i). Section 110(1.7) applies 
only where neither s. 7(1.4) nor s. 110(1.5) applies. 
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¢ financial institutions, 289 


¢ foreign affiliate shares, 293 
¢ foreign mergers, 353 
¢ fuel tax rebates, 305 


¢ functional currency rules, 326 


* general rate income pool (GRIP), 319 
¢ gift of non-qualifying security, 329 


¢ goods and services tax, 332 


* government assistance, 287 


* holdbacks, 283 


¢ income attribution, 290 


* income computation, 261 


* inducement payments, 287 


* ineligible partnership transfers, 289 


* injected substances, 285 


* insolvency limitation, section 80, 329 


¢ instalment deferral, 327 
* insurance or money lending business property, 276 
* interest expense, 298 


* interest income, 284 


* inventory, 260 
* investment corporations, 320 


¢ lease cancellation payments, 287 


¢ life insurance corporation, 321 
¢ livestock, 304 
* losses, 305 

* ¢ certain shares, 310 

¢ ¢ dividends on shares, 310 

¢ ¢ farm loss, 305 


* « net capital loss, 306 


* * non-capital loss, 306 


¢ ¢ restricted farm loss, 305 
° ¢ superficial, 311 
* low income rate pool (LRIP), 319 


¢ mutual fund corporations, 320 


* non-resident-owned investment corporation, 320 
* non-resident trust and other non-resident entities, 332 


¢ options, 292 


* paid-up capital, 322 
* partnership interests, 274 


¢ Parts III and III.1 tax, 321 


¢ Parts IV.1 and VI.1 tax, 322 


¢ ¢ transfer of Part VI.1 liability, 322 
* penalties, bonuses, rate reduction payments, 299 
¢ pre-1972 capital surplus on hand, 318 
* prepaid expenses, 284 


* property (certain) of financial institutions, 276 


* public corporation status, 303 

¢ qualifying environmental trusts, 328 

¢ replacement property, 291 

¢ refundable dividend tax on hand, (RDTOH), 317 

¢ refundable investment tax credit and balance-due date, 314 
* replacement property, 291 

¢ reserves, 277 


¢ ¢ bad debts, 278 


* * capital properties, 281 
* ¢ contingent reserves for banks, 27 


¢ ¢ credit unions, 283 


¢ doubtful debts, 279 


¢ ¢ properties sold in course of business, 280 


¢ ¢ quadrennial surveys, 282 


* e uncollectible proceeds, 282 


¢ ¢ undeliverable goods and services, 280 
* resource properties, 294 


¢ scientific research and experimental development, 291 


* section 80 debt forgiveness, 329 


* special tax accounts, 316 


* specified investment flow-through (SIFT) wind-up corporation, 330 
* superficial losses, 327 
* taxation year, 258 


* tax benefits, use of to access, 331 


* tax credits, 311 
¢ ¢ financial institutions, 315 
¢ ¢ foreign tax credit, 314 
* ¢ investment tax credit, 313 
¢ ¢ large corporations tax, 315 
¢ ¢ manufacturing and processing profits deduction, 313 
¢ ¢ small business deduction, 311 
* triangular, 349 
* vertical, 353 


* warranty outlays, 292 


Anti-avoidance provision 
* amalgamations, 331 
* divisive reorganizations, 357 


Arm's length adjusted cost base, 203 


Arrangements, 3. 
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Bonds and debentures disposition, section 40(2)(d), 61 
Branch tax, 609 
Buildings, disposition, section 13(21.1), 69 
Bump, 550 
* bump denial rule, 563 
Butterfly reorganization, 394 see also Section 55(3)(b) butterfly reorganizations 
¢ double-wing, 395 
* partial, 397 
* purchase, 396 
* single-wing, 395 
° spin-off, 396 


* split-up, 395 


01 JUL 2023 PAGE 1098 
Taxation of Corporate Reorganizations Third Edition 


INDEX 
C 


C 
Canada Pension Plan contributions, amalgamated corporation, 331 
Capital dividend account and CCPC, 682 
Capital dividends and RDTOH, 217 
* amalgamated corporation 
* ¢ account, 316 
¢ ¢ refundable dividend tax on hand, 317 
Capital gains strips see Section 55(2) capital gains strips 
Capital property 
* amalgamated corporation, 281 
¢ section 85(1) rollover, 136 


Capital reorganizations, 145 


* capitalization of surplus, 184 


¢ defined, 145 


* non-resident withholding tax on convertible debt, 174 


¢ redemption of shares, 189 


* returns of capital, 193 
* section 51 convertible property, 166 


* section 51.1 debt obligation conversions, 172 


* section 86 share exchange, 14 


* section 86.1 foreign spin-offs, 198 


¢ share issuances and option grants, 15 


¢ stock dividends, 179 


¢ stock splits and consolidations, 178 


Capitalization of surplus, 184 

* exceptions under section 84(1), 186 
Cash method of accounting 

* section 87 inventory dispositions, 260 
Charitable donations 


* amalgamated corporation, 299 


* acquisition of control, 615, 682 


Clearance certificates, 592 


Commercial obligations loss, section 40(2)(e.2), 63. 
Common mind 
* non-arm's length, 18 


Connected corporations, 210 


Consolidations and stock splits, 178 


Continuance see also Corporate emigration; Corporate immigration 
* outside Canada, 602 


¢ within Canada, 601 


* provincial statutory provisions, 601 
Control see also Acquisitions of control 

¢ by unrelated group, 12 

* de facto, 27 


¢ de jure, 8 


Convertible debt, non-resident withholding tax on, 174 
Convertible property see Section 51 convertible property 


Corporate emigration, 602 see also Continuance 


¢ additional tax on, 605 


¢ deemed disposition of property, 604 


¢ deemed year end, 604 


Corporate immigration, 607 


¢ adjustments to paid-up capital, 609 


¢ branch tax, 609 


* cost of shares of corporation, 611 
¢ deemed disposition of property, 607 
* deemed dividend, 610 
¢ deemed dividend by Canadian subsidiary, 608 
¢ deemed year end, 607 
¢ foreign affiliate debt dumping, 611 
¢ former foreign affiliate, 612 
Corporations 
* affiliated, 44 
¢ ¢ de jure or de facto control, 44 


¢ controlled, rollover to, section 24(2), 100 


Creditors, predecessor corporations, 346 


Cross-border share for share exchanges, 237 
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Debts 
* amalgamated corporation, 27 


* non-income earning losses, 64 


* preservation of reduced cost for debt forgiveness, 156 
Debt forgiveness on acquisition of control, 677 
Debt obligation conversions see Section 51.1 debt obligation conversions 
Deeming rules on agreed amounts, 118 


¢ order of disposition of properties, 118 


* priority of, 118 


¢ section 85(1) rollovers, 118 


De facto control, 27 
De jure control, 8 
Depreciable property 


* amalgamated corporation, 262 


* non-arm's length transfer of, 94 
¢ section 85(1) rollovers, deeming rules, 118 
Dividends see also Stock dividends 
* capital and RDTOH, 217 
* deemed 
¢ ¢e section 84, 136 


Dividend stop-loss rules, 78 


¢ exchanged shares, 91 


¢ grandfathered shares, 91 


¢ natural persons and corporations, 80 


* non-resident individuals, 92 


¢ partnerships, 83 


¢ trusts, 87 


Divisive reorganizations see also Section 55(3)(a); Section 55(3)(b) 


* overview and historical perspective, 388 


* types of, 394 


¢ undefined terms, 397 


* ¢ immediately before, immediately after, 409 


* * in contemplation of, 407 
* * reorganization, 397 


* ¢ series of transactions, 400 


Ol 


Domestic exchanges, section 85.1, 22 


¢ effect on purchaser, 230 


¢ effect on vendor, 229 


* paid-up capital of issued shares, 231 


¢ vendor is a taxpayer, 22 


Draft legislation, 4 
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EEDD/Part ITI.1 tax, 712 
Eligible capital property 


* amalgamated corporation, 276 


* losses, section 14(12), 76 
* non-arm's length transfers, section 14(3), 97 


¢ rollover to controlled corporation, section 24(2), 100 


Eligible dividend regime, 695 


* amalgamations, sections 89(5) and 89(9), 710 


* components, 696 
¢ designation requirement, 697 


¢ EEDD/Part HI.1 tax, 712 


¢ "eligible dividend", defined, 697 


* GRIP, 700 


* © acquisition of CCPC, 703 


¢ ¢ defined, 700 


* ¢ opening 2006 balance, 701 


* legislative purpose, 695 
° LRIP, 704 
* non-resident shareholders, 699 


* section 55(2), 700 


* section 89(11) election, 705 


¢ status changes, sections 89(4) and 89(8), 706 


¢ ¢ becoming a CCPC, 706 


* ¢ ceasing to be a CCPC, 708 


* wind-ups, sections 89(6) and 89(10), 712 
Eligible property 
¢ section 85 (1) rollovers, 111 
¢ ¢ deeming rules, 118 
Eligible transferors and transferees, 110, 147, 169 


Employee benefit plans, amalgamated corporation, 286 


Employee payments, amalgamated corporation, 290 
Employee stock options, 717 
¢ adjusted cost base considerations, 748 


¢ death of employee holding options, 732 


* deduction for taxable income, 733 


¢ disposition of, 718, 720, 723 


¢ dividends, subdivisions, consolidations, 77 


¢ employer tax consequences, 752 


¢ extraordinary transactions and, 757 


¢ ¢ eliminating in reorganization, 764 


¢ ¢ exchanging, section 7(1.4), 757 
¢ exercise of, 719 


* overview of section 7, 718 


* repricing of, 774 


Employment Insurance payments, amalgamated corporation, 331 
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Farm loss, amalgamated corporation, 283 


Film and video productions, amalgamated corporation, 328 


Financial institutions 


* amalgamated corporation, 289 


* ¢ certain property of, 276 


* ¢ tax credit, 315 


Flow-through shares, predecessor corporation, 342 
Foreign affiliates 
* corporate immigration, 612 


* section 85.1 exchanges involving, 225 


¢ share acquired by amalgamated corporation, 293 


Foreign currency debt, 676 


Foreign exchanges, section 85.1, 234 


Foreign mergers, 353 
Foreign spin-offs see Section 86.1 foreign spin-offs 
Foreign tax credit, amalgamated corporation, 314 


Fuel tax rebates, 305 


Functional currency rules, amalgamated corporation, 326 
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GRIP see General rate income pool 
General rate income pool (GRIP) 

* amalgamated corporation, 319 

* eligible dividend regime, 695 


* © acquisition of CCPC, 662 


¢ defined, 697 
* * essential components, 696 
* ¢ opening 2006 balance, 701 


Gift of non-qualifying security, amalgamated corporation, 329 


Goods and services tax, amalgamated corporation, 332 


Grandfathered shares, predecessor corporation, 333 
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Holdbacks, amalgamated corporation, 283 
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Identical property, 55 


"Immediately before" and "immediately after", 409 


Income attribution, amalgamated corporation, 290 


Income computation 


* amalgamated corporation, 261 


"In contemplation of", 407 
Indirect gift, 150, 169 
* section 51 convertible property, 169 
* section 86 reorganizations, 150 
Individuals, affiliated, 43 


Inducement payments, amalgamated corporation, 287 


Injected substances, amalgamated corporation, 285 
Insolvency limitation, section 80, 329 
Insurance or money-lending business 

* amalgamated corporation property, 276 


Interest expense, amalgamated corporation, 298 


Interest income, amalgamated corporation, 284 


International banking centre business, amalgamated corporation, 267 


Inventory and non-depreciable capital property 
* amalgamated corporation, 260 


* section 85(1) rollovers, deeming rules, 120 


Investment corporation, amalgamated corporation, 320 


* non-resident-owned investment corporation, 320 
Investment tax credit 
* acquisition of control, and, 679 


* amalgamated corporation, 313 
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LRIP see Low rate income pool 
Large corporations tax, amalgamated corporation, 315 


Lease cancellation payments, amalgamated corporation, 287 


Life insurance corporation, amalgamated corporation, 321 
Livestock, amalgamated corporation, 304 
Losses, amalgamated corporation, 305 

* certain shares, 310 

¢ dividends on shares, 310 

¢ farm loss, 305 


* net capital loss, 306 


* non-capital loss, 306 


* restricted farm loss, 305 
¢ superficial, 311 


Low rate income pool (LRIP) 


* amalgamated corporation, 319 


¢ eligible dividend regime, 695, 704 
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M 
Manufacturing and processing profits deduction, amalgamated corporation, 313 
Mergers, foreign, 353 
Money-lending or insurance business 
* amalgamated corporation property, 276 


Mutual fund corporation, amalgamated corporation, 320 
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Natural persons and corporations 


¢ dividend stop-loss rules, 78 


Net capital loss, amalgamated corporation, 306 
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Non-arm's length transfers, 5 see also Stop-loss rules; Section 84.1; Section 212.1 


* affiliated persons, 43 


* amalgamations, 17 


* concept defined, 5 


¢ control by unrelated group, 12 


¢ de jure control, 8 


¢ depreciable property, 94 


¢ expanded meaning for section 84.1, 208 


¢ factual, 205 


* option grants, 158 


* price adjustment clauses, 40 


* question of fact, 18 


* accommodation party, 20 
* acting in concert, 21 

* common mind, 18 

¢ de facto control, 27 

* partnerships, 31 


¢ shareholders and corporations, 30 


¢ trusts, 32 


* related persons, 6 

¢ rights in respect of shares, 13 

¢ sale of shares, 221 see Section 84.1; Section 212.1 
* section 69(1), 34 


* section 69(11) deemed disposition proceeds, 37 


* surplus stripping, 203 


* tax liability avoidance, 91 — 98 
Non-capital loss 
* non-capital and farm losses, streaming of, 642 


* amalgamated corporation, 306 


Non-income earning debt, section 40(2)(g) (ii), 64 


Non-qualifying security, gift of by amalgamated corporation, 329 


Non-resident individuals 
* convertible debt and withholding tax, 174 


¢ dividend stop-loss rules, 92 


Non-resident-owned investment corporation, amalgamated corporation, 320 
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Options see also Employee stock options 


* amalgamated corporation, 292 


* non-arm's length, 165 


* predecessor corporation, 343 

* put, 165 

¢ shareholder and employee benefits, 163 

* to acquire securities of another corporation, 161 


* to acquire securities of granting corporation, 162 
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Paid-up capital 
* amalgamated corporation, 322 
* corporate immigration, 609 
¢ foreign affiliate debt dumping, 611 


* reduction, section 84.1, 133, 203 


* section 51 convertible property, 171 


* section 85(1), 132 


* section 86, 154 
Partnerships 
* affiliated, 45 
¢ dividend stop-loss rules, 78 
* interests 
¢ ¢ amalgamated corporation, 274 


¢ ¢ section 85(1) rollover, 117 


* majority interest partner, 45 

* non-arm's length transactions, 31 

* section 85(1) transfer of property, 137 
Parts III and ITI.1 tax, 321 


Part IV tax exception, capital gains strips, 367 


Parts IV.1 and VI.1 tax, 322 
Passenger vehicles 


* section 85(1) deeming rules, 123 


Penalties, bonuses, and rate reduction payments 


* amalgamated corporation, 299 


Pre-1972 capital surplus on hand, amalgamated corporation, 318 


Predecessor corporations 


* agricultural co-operative corporation, tax-deferred shares, 344 


* creditors of, 346 
¢ flow-through entities, 348 
¢ flow-through shares, 342 


* listed status, 348 


¢ options, 343 

¢ other preferred shares, 340 

* proceeds of disposition and cost, 333 

* rights to acquire "grandfathered" shares, 341 
¢ shareholders of, 333 

* term preferred shares, 339 

* transitional rules, 345 


Prepaid expenses, amalgamated corporation, 284 


Price adjustment clauses, 40 


Public corporation status, amalgamated corporation, 303 


Put options, 165 
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Qualifying environmental trusts, amalgamated corporation, 328 


Question of fact, 18 see also Non-arm's length transfers 
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R 
Real property, section 85(1) rollover, 111 
Related persons 
* disposition loss on debt, section 40(2)(e.1), 61 


* divisive reorganizations, 416 


* non-arm's length, 6 


* section 85(1) benefit conferred on, 125 
"Reorganization", defined, 388 
Reorganization of capital see Capital reorganizations 
Replacement property, amalgamated corporation, 291 
Reserves 

* amalgamated corporation, 277 

¢ ¢ bad debts, 278 


* © capital properties, 281 


* ¢ contingent, for banks, 27 


¢ ¢ credit unions, 283 


¢ ¢ doubtful debts, 279 


* ¢ properties sold in course of business, 280 


¢ ¢ quadrennial surveys, 282 


* e uncollectible proceeds, 282 


¢ e undelivered goods and services, 280 


Resource properties, amalgamated corporation, 294 


Restricted farm loss, amalgamated corporation, 305 


Returns of capital, 193 


¢ preferred shares, 197 


* private corporations, 193 


* public corporations, 194 


Rights in respect of shares 
* non-arm's length, 13 
Right to income and accounts receivable 


¢ section 85(1) rollover, 113 


Rollovers see also Section 85(1) 


¢ eligible capital property to controlled corporation, 112 


* tax deferred, section 85(1), 109 


Safe income exception, 369 


Scientific research and experimental development, 291, 67 


Section 13(7)(e) transfer of property, 94 
Section 13(21.1) disposition of buildings, 69 


Section 13(21.2) terminal losses, 73 


Section 14(12) eligible capital property losses, 76 
Section 18(15) loss on certain inventory, 92 
Section 24(2) rollovers, 100 


Section 40(2)(d) losses, 61 


Section 40(2)(e.1) losses, 61 


Section 40(2)(e.2) losses, 63 


Section 40(2)(g)(i) losses, 53 


Section 40(2)(g) (ii) losses, 64 
Section 40(2)(h) losses, 60 
Section 40(2) (i) losses, 60 


Section 40(3.4) losses, 49 


Section 40(3.6) repurchase or redemption of shares, 58 
Section 51 convertible property, 166 


¢ eligible transferors and corporations, 169 


¢ held since 1971, 172 


* indirect gift, 169 


* paid-up capital, 171 
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¢ shareholder benefit, 171 


Section 51.1 debt obligation conversions, 172 
Section 55(2) capital gains strips, 357 
* overview, 357 


¢ Part IV tax exception, 367 


* purpose of transaction or series, 362 


¢ relevant dividends, 361 


* safe income exception, 369 


¢ stock dividends, 367 


Section 55(3)(a) divisive reorganizations, 388 
* amalgamations and windings-up, 421 


* anti-avoidance rule, 419 


¢ "dividend payer", defined, 414 
¢ dividend recipient, 420 


* interpretive rules, 415 


¢ "immediately", 425 


¢ "immediately before" and "immediately after", defined, 409 


¢ "in contemplation of", defined, 407 
* overview, 388 
* proceeds of disposition, section 55(3.01), 422 


¢ prohibited transactions, 428 


e ¢ GAAR issues, 437 
* ¢ section 55(3)(a)(i) dispositions of property, 429 


¢ ¢ section 55(3)(a)(ii) significant increase in interest, 431 


* ¢ section 55(3)(a)(iii) dispositions of shares of dividend payer or derivative property, 
a 


* *¢ section 55(3)(a)(iv) disposition of shares of dividend recipient or derivative 
property, 435 


* ¢ section 55(3)(a)(v) increase in direct interest in dividend payer, 437 


¢ related persons generally, 416 
* ¢ anti-avoidance rule, 419 
¢ ¢ siblings, 418 


* e unrelated persons, 415 


"reorganization", defined, 397 


"series of transactions", defined, 400 


"significant increase in the total direct interest", 425 


types, 394 


undefined terms, 397 


"unrelated person", defined, 415 


Section 55(3)(b) butterfly reorganizations, 394 


¢ double wing butterfly, 395 
* partial butterfly, 397 


¢ purchase butterfly, 396 


* single wing butterfly, 395 

¢ spin off butterfly, 396 

¢ split-up butterfly, 395 
Section 55(3.01) proceeds of disposition, 422 
Section 69(1) transfers, 34 

* price adjustment clauses, 40 
Section 69(11) deemed proceeds, 37 

* price adjustment clauses, 40 


Section 84.1 surplus stripping, 203 


¢ arm's length adjusted cost base, 218 


* capital dividends and RDTOH, 217 


* connected corporations, 21 


¢ deemed dividend, 214 


* non-arm's length, 205 


° e expanded, 208, 210 


¢ ¢ factual, 205 
* paid-up capital reduction, 212 
¢ relevant transferors and transferees, 204 
Section 85(1) rollovers 
* agreed amount, 118 


¢ ¢ general deeming rules, 118 


¢ ¢ priority of deeming rules, 123 


* ¢ specific deeming rules, 120 


* benefit to related person, 125 


* comparison with section 86, 147 


* consideration received by taxpayer, 130 


¢ ¢ determination of cost, 131 


¢ ¢ timing of share issuance, 130 


* cost of boot, 131 
* cost of common shares, 133 


¢ cost of preferred shares, 131 


* deemed dividends, 136 


¢ depreciable property deeming rules, 121 
* election, 140 


¢ ¢ listing of transferred properties, 142 


¢ ¢ mechanics, 140 


¢ eligible property, 111 
* ¢ capital property, 112 


¢ ¢ deeming rules, 118 


¢ ¢ defined, 111 


¢ ¢ partnership interests, 117 


* ¢ real property, 115 


¢ ¢ right to income and accounts receivable, 113 


¢ ¢ shares of the transferee, 113 


¢ eligible transferors and transferees, 110 

* inventory and non-depreciable capital property, 135 
¢ order of disposition of properties, 124 

* overview, 109 

* paid-up capital of shares received, 133 

* partnership transfer of property, 137 


* passenger vehicles, deeming rules, 123 


¢ related person, benefit conferred on, 125 


¢ shareholder benefit, 128 


¢ taxable Canadian property, 135 
* transferee corporation property received 
¢ e elected amount, 136 


¢ V-day elected amounts, 129 


Section 85.1 share for share exchanges, 225 


* cross-border share for share exchanges, 237 


¢ domestic, 225 


¢ effect on purchaser, 230 


¢ effect on vendor, 229 


¢ foreign affiliates, 232 


¢ foreign exchanges, 234 


* paid-up capital of issued shares, 231 


* vendor is a taxpayer, 228 


Section 86 exchange of shares in capital reorganization, 145 


* comparison with section 85, 157 


* deemed dividend, 156 


* disposition of all shares of class held by taxpayer, 147 


¢ eligible transferors and corporations, 147 


¢ indirect gift, 150 


* paid-up capital of new shares, 154 


¢ reduced cost for debt forgiveness purposes, 156 


* reorganization of capital defined, 149 


¢ shareholder benefit, 153 


¢ shares held since 1971, 157 


Section 86.1 foreign spin-offs, 198 


Section 88(1) see Winding-up 


Section 160(1) non-arm's length transfers tax liability, 100 


Section 212.1 non-arm's length sale of shares by non-residents, 221 
"Series of transactions", defined, 400 
Share for share exchanges see Section 85.1 share for share exchanges 
Shares 

* controlled corporation losses on, section 40(2)(h), 48, 60, 310 


—J Oe 


* exchange in a reorganization of capital see Section 86 exchange of shares in capital 
reorganization 


¢ dividend stop-loss rules, 78 
* ¢ corporations, 80 


¢ ¢ exchanged, 91 


¢ grandfathered, 91 


¢ ¢ natural persons, 80 


* ¢ non-resident individuals, 92 


¢ ¢ partnerships, 83 


e ¢ trusts, 87 
¢ grandfathered, amalgamated corporation, 341 
* held since 1971, 157 


¢ losses on sale, amalgamated corporation, 305 


* non-arm's length sale of, surplus stripping see Section 84.1 non-arms' length sale of 
shares; Section 212.1 non-arm's length sale of share by non-residents 


* prescribed, dispositions, 40(2)(i), 60 


* redemption of, section 84, 189 


* repurchase or redemption 


¢ ¢e section 40(3.6), 58 


¢ ¢ section 84, 184 


* section 85(1) rollover, 109 


* ¢ capital property or inventory, 135 


¢ ¢ cost of boot, 131 


* ¢ cost of common shares, 133 


* ¢ cost of preferred shares, 131 


¢ ¢ determination of cost of consideration, 122 — 12 


* * paid-up capital of shares received, 133 
¢ ¢ taxable Canadian property, 135 
Shareholder benefit 
* section 51 convertible property, 171 


¢ section 85(1) rollover, 128 


* section 86 reorganization of capital, 153 


¢ stock dividends, 183 
Shareholders and corporations 

* non-arm's length, 30 

* predecessor corporations, 333 


Siblings, 418 


SIFT reverse takeover transactions, 627 
SIFT trust conversions, 631 


"Significant increase in the total direct interest", defined, 425 


Small business deduction, amalgamated corporation, 311 


Specified investment flow-through (SIFT) wind-up corporation, 330 


Spin-offs see Section 86.1 foreign spin-offs 
Spin-off butterfly, 396, 460, 481 


Split-up butterfly, 395, 458 
Stock dividends, 179 


¢ shareholder benefit, 183 


Stock options see Employee stock options 
Stock splits and consolidations, 178 
Stop-loss rules, 49 


* certain bonds and debentures, 61 


* commercial obligations, 63 
* dividend, 78 see also Dividend stop-loss rules 
¢ depreciable property disposition, 69 

¢ ¢ buildings, 69 


¢ ¢ terminal losses, 73 


* identical property, 55 

¢ non-depreciable capital property, 49 

* non-income earning debt, 64 

¢ prescribed shares, 60 

¢ related party debt disposition, 61 

* repurchase or redemption of shares, 58 
¢ shares of controlled corporation, 60 


* superficial losses, 53 


* suspended losses, 49 
* terminal losses, 73 


Superficial losses, section 40(2)(g) (i), 53 


Surplus see also Capitalization of surplus; Surplus stripping 
* amalgamated corporation 
* ¢ contributed surplus, 319 
* ¢ pre-1972 capital surplus on hand, 318 


Surplus stripping, 203 see also Section 84.1; Section 212.1 


Suspended losses 
* amalgamated corporation, 673 
¢ section 40(3.4), 49 
Suspension of losses see Suspended losses 


Swiss Bank case, 21 
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Tax credits, amalgamated corporations, 311 

* financial institutions, 315 

¢ foreign tax credit, 314 

¢ investment tax credit, 313 

¢ large corporations tax, 315 

¢ manufacturing and processing profits deduction, 313 

¢ small business deduction, 311 
Tax deferred rollovers see Section 85(1) rollovers 
Tax instalments, amalgamated corporation, 327 
Taxation year, amalgamated corporation, 258 
Taxpayer 


* consideration received, section 85(1) rollover, 130 


¢ defined, 110, 22 


Taxable Canadian corporation, 255 


Taxable Canadian property 
* section 85(1) rollover transferred property, 135 
Terminal losses, section 13(21.1), 69 


Term preferred shares, predecessor corporation, 339 


Transfers of property 
* non-arm's length, 5 


¢ tax deferred rollovers, section 85(1), 109 


Transitional rules, predecessor corporation, 345 


Triangular amalgamations, 349 
Trusts, 46 


¢ affiliated, 46 


¢ contributor, 46 
¢ dividend stop-loss rules, 78 


* majority-interest beneficiary, 46 
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Unrelated persons, 415 
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V-day 


* arm's length adjusted cost base, 218 


¢ elected amounts, section 85(1) rollovers, 129 


Vehicles see Passenger vehicles 


Vertical amalgamations, 353 
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Warranty outlays, 292 


Winding-up, 532 
* bump, 550 


* bump denial rule, 563 


* carryover of losses to parent, 547 


* clearance certificates, 592 


¢ deemed disposition of shares, 589 


* deemed dividend, 584 
¢ deemed sale of property, 583 
* definition, 532 


* liability of legal representatives, 596 


¢ Part XIII and section 116, 590 


¢ pre-1972 capital surplus on hand, 588 


¢ section 88(1.7), 559 


* section 159, 592 


* where section 88(1) applies, 534 


¢ ¢ rules applicable to creditors, 582 


¢ ¢ rules applicable to minority shareholders, 582 


¢ ¢e rules applicable to parent, 540 
¢ ¢ rules applicable to subsidiary, 535 
¢ where section 88(1) does not apply, 583 


Withholding tax on convertible debt, non-residents, 174 


